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OVERVIEW 


As  our  nation's  principal  funding  source  of  both  medical  care  for  the  poor  and 
long-term  care  for  the  frail  elderly  and  disabled,  Medicaid  plays  a  critical  role  in  meeting 
the  basic  needs  of  our  most  vulnerable  citizens.  As  the  largest  single  state-administered 
program  in  state  budgets,  Medicaid  also  affects  and  is  significantly  influenced  by  state 
fiscal  conditions.  A  state  must  therefore  effectively  manage  Medicaid  service  costs  if  it 
is  to  afford  adequate  coverage  of  its  poor  and  functionally  disabled  residents.  To  achieve 
Medicaid's  ultimate  objective  of  meeting  the  health  care  needs  of  these  populations,  it  is 
also  important  that  state  cost  management  strategies  seek  to  assure  that  services  are 
accessible,  available,  effective,  and  appropriate  to  individual  needs. 

A  complex  mix  of  countervailing  forces  makes  it  extraordinarily  difficult  for  states 
to  develop  Medicaid  policies  which  successfully  achieve  this  goal.  Budgetary  control  of 
Medicaid,  Medicare,  and  private  health  plans  has  been  greatly  facilitated  by  the 
development  of  prospective  payment  and  other  alternative  financing  strategies  to  replace 
inflationary  cost  and  fee-for-service  based  reimbursement.  Ironically,  however,  these 
cost  containment  initiatives  have  contributed  to  a  growing  need  for  Medicaid  coverage. 
Health  care  providers  have  become  increasingly  cost  competitive  in  response  to  the 
resulting  market  pressures,  and  are  thus  less  willing  to  provide  free  care  to  the  uninsured 
poor.  This  trend  has  developed  over  a  period  when  the  proportion  of  poor  persons  insured 
through  Medicaid  has  declined  due  to  federal  eligibility  cutbacks  for  the  working  poor  and 
state  constraints  on  eligibility.  Average  state  thresholds  for  AFDC  and  Medicaid 
eligibility  declined  from  71  percent  of  poverty  in  June  1975  for  a  family  of  three  to  48 
percent  of  poverty  in  January  1986.  These  health  care  marketplace  and  insurance 
coverage  trends,  as  well  as  federal  budget  constraints,  strongly  suggest  that  pressures  for 
state  action  to  address  the  needs  of  medically  indigent  will  continue  to  grow. 

Equally  significant,  the  need  for  Medicaid-financed  long-term  care  services  will 
increase  due  to  rapid  growth  in  the  number  of  very  old  persons.  In  just  the  twenty  years 
from  1980  to  2000,  a  76  percent  increase  is  projected  in  the  population  aged  75  and  over 
with  activity-limiting  chronic  conditions.  Medicaid  is  currently  the  only  significant 
source  of  third  party  coverage  of  long-term  care,  accounts  for  about  half  of  national 
expenditures  on  these  services,  and  at  least  shares  in  the  costs  of  care  for  about 
two-thirds  of  nursing  home  residents.  Although  private  long-term  care  insurance  and 
alternative  financing  mechanisms  are  beginning  to  develop,  there  is  little  chance  they  will 
significantly  affect  Medicaid's  financing  role  in  the  coming  decade.  Only  a  limited 
number  of  very  old  persons  have  substantial  enough  resources  to  afford  the  high  insurance 
premium  costs  applicable  to  this  group.  The  younger  elderly  and  working  age  groups  can 
be  offered  affordable  premium  rates  and  often  have  the  resources  to  purchase  such 
coverage,  but  will  not  be  utilizers  of  long-term  care  services  for  a  number  of  years. 
While  such  limitations  have  led  to  renewed  interest  in  a  federal  social  insurance 
mechanism  to  cover  long-term  care,  the  tax  and  spending  implications  make  near-term 
adoption  and  implementation  unlikely.  Over  the  next  ten  years,  then,  demographic  trends 
will  almost  certainly  mean  substantial  growth  in  the  need  for  Medicaid  financing  of 
long-term  care  services. 

Individual  state  resource  constraints  could  make  it  very  difficult  to  meet  these 
growing  needs  for  Medicaid  coverage  even  if  the  national  economy,  in  aggregate, 
prospers.  Poor  states  with  very  limited  revenue  bases  and  disproportionately  large 
medically  indigent  populations  will  find  the  declining  availability  of  charity  care  to  be 
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increasingly  problematic.  States  experiencing  an  influx  of  elderly  persons  or  an 
out-mitigation  of  younger  populations  will  be  hard-pressed  to  meet  disproportionately 
large  long-term  care  needs-  Further,  the  economic  bases  of  individual  states  are 
increasingly  vulnerable  to  factors  completely  beyond  the  control  of  state  and  even 
national  policy.  For  example,  states  with  energy  and  agricultural-based  economies  have 
recently  experienced  sharp  revenue  downturns  due  to  fluctuations  in  international  markets 
and  exchange  rates.  Whether  or  not  federal  budget  stringencies  continue,  state  fiscal 
circumstances  such  as  these  will  generally  continue  to  require  constraints  in  Medicaid 
outlays. 

Fortunately,  states  currently  have  more  latitude  to  deal  constructively  with  these 
constraints  than  they  have  had  at  any  time  in  the  recent  past.  Federal  budget  legislation 
in  1981  gave  to  states  much  of  flexibility  Governors  sought  to  enable  them  to  better 
manage  Medicaid  costs.  States  were  given,  and  have  since  extensively  used,  the  authority 
to  adopt  alternative  financing  strategies  such  as  prospective  payment  systems  to  replace 
inflationary  cost-based  reimbursement.  Many  states  also  made  use  of  new  waiver 
authorities  to  develop,  for  example,  managed  care  systems  such  as  primary  care  case 
management  and  home  and  community-based  long-term  care  systems  that  would  replace 
care  in  unnecessarily  costly  or  restrictive  institutional  settings.  In  their  response  to  the 
growing  needs  of  the  uninsured  poor,  a  number  of  states  also  took  advantage  of  new 
flexibility  to  implement  focused  medically  needy  programs  for  pregnant  women  and  young 
children.  Changes  in  the  private  health  care  market  are  also  substantially  expanding  the 
scope  of  available  cost  management  technologies  and  strategies.  Traditional  notions  that 
an  acceptable  emulation  of  "mainstream  medicine"  requires  open-ended  fee-for-service 
reimbursement  of  full  charges  or  costs  have  become  essentially  anachronistic.  While 
significant  restrictions  remain  in  both  federal  Medicaid  law  and  state  political  contexts, 
states  now  have  a  wide  range  of  cost  management  options. 

Although  prospective  payment  and  similar  strategies  have  been  very  successful  in 
reducing  excessive  costs  and  unnecessary  services,  state  Medicaid  policymakers  are 
increasingly  facing  a  need  to  broaden  their  policy  focus  to  more  directly  address  access 
and  quality  concerns.  Strategies  that  pay  providers  a  predetermined  amount  regardless  of 
the  quality  or  mix  of  services  actually  rendered  can  create  incentives  for  under-service  or 
reduced  quality  and  access.  While  this  is  a  concern  for  all  health  care  purchasers,  it  is  a 
potentially  greater  problem  for  Medicaid,  whose  recipients  are  economically  and  often 
physically  vulnerable.  Therefore,  balanced  cost-management  policies  need  to  be 
developed  with  care  so  that  services  are  readily  accessible  and  appropriate  to  individual 
patient  needs. 

Just  as  cost  containment  strategies  and  their  impact  have  varied  across  the  states, 
the  degree  to  which  access  and  quality  are  problematic  and  the  nature  of  effective 
solutions  will  also  vary.  The  balance  between  constraints  on  costs  and  concerns  over 
quality  and  access  is  a  dynamic  and  difficult  one.  Ideally,  private  sector  health  care 
purchasers,  providers  and  consumers  in  the  individual  states  will  constructively  work 
through  the  health  care  marketplace  towards  an  appropriate  balance.  However,  it  will 
often  be  important  for  state  policies  affecting  vulnerable  Medicaid  recipients  to  be 
explicitly  designed  to  achieve  such  a  balance. 

In  general,  the  Medicaid  program  serves  two  distinct  poor  populations  having 
different  service  needs:  the  elderly  and  disabled  for  whom  Medicaid's  principal  role  is  to 
provide  long-term  care  service,  and  mothers  and  children  for  whom  Medicaid  is  the 
principal  source  of  financial  access  to  primary  and  acute  care. 
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Because  of  Medicaid's  unique  role  as  the  principal  financing  source  for  long-term 
care  services,  state  Medicaid  policies  have  a  significant  impact  on  the  nature  and  scope  of 
the  long-term  care  delivery  system.  Until  recently,  federal  Medicaid  policies  were 
strongly  biased  toward  institutional  care.  As  a  result,  Medicaid  spending  has  been 
concentrated  on  nursing  homes  and  while  that  industry  grew,  there  was  little  development 
of  an  alternative  community-based  delivery  system.  In  recent  years,  however,  most 
states  have  been  using  the  new,  though  limited,  federal  waiver  authority  and/or  the 
statutory  option  to  cover  personal  care  services  to  develop  home  and  community-based 
care  alternatives.  This  has  required  a  new  role  for  Medicaid  policy:  that  of  actually 
developing  a  delivery  infrastructure.  It  has  also  led  to  a  new  concern  on  the  part  of 
federal  and  state  policymakers:  the  potential  large  increase  in  program  recipients  that 
could  result  from  covering  alternative  service  settings. 

This  book  will  assist  states  in  designing  affordable  long-term  care  policies  that  meet 
the  needs  of  frail  elderly  and  disabled  individuals.  The  nursing  home  and  intermediate 
care  facility  sections  present  reimbursement  strategies  that  can  help  target  institutional 
resources  to  meet  individual  client  needs.  The  home  and  community-based  care  and 
preadmission  screening  sections  present  program  design  options  that  can  help  to  develop  a 
more  balanced  system  of  care  and  to  target  available  resources,  and  provide  appropriate 
services  to  those  individuals  with  the  greatest  needs. 

Clearly,  Medicaid  coverage  is  critical  to  financial  access  to  medical  care  for 
uninsured  low-income  persons.  Almost  half  of  the  population  that  lost  Medicaid  eligibility 
due  to  1981  federal  cutbacks  in  AFDC  coverage  of  the  working  poor  did  not  subsequently 
obtain  private  insurance.  This  uncovered  population  used  physician  services  38  percent 
less  often  and  inpatient  hospital  services  71  percent  less  often  then  when  they  were 
covered  by  Medicaid.  Studies  have  confirmed  that,  particularly  for  populations  at  high 
risk,  such  reductions  in  access  to  and  use  of  medical  services  result  in  deterioration  in 
health  status.  The  cost-effectiveness  of  providing  preventive  services  before  serious 
complications  develop  is  perhaps  best  illustrated  by  prenatal  care  that  helps  prevent 
complicated  deliveries,  premature  births,  and  developmentally  disabled  babies. 

Medicaid  is  the  principal  public  source  of  health  care  financing  for  women  and 
children  and,  in  fact,  nearly  three-quarters  of  Medicaid's  more  than  21,000  recipients  are 
women  and  children.  Medicaid  programs  clearly  play  a  crucial  role  in  the  provision  of 
maternal  and  child  health  services  to  our  nation's  poor.  In  an  era  when  public  health  and 
welfare  programs  generally  have  been  constrained  by  federal  and  state  budget  actions, 
Medicaid  eligibility  for  new  categories  of  pregnant  women  and  young  children  stands  out 
as  the  single  program  area  which  has  been  expanded  in  recent  years.  This  has  somewhat 
offset  the  declines  in  Medicaid  coverage  for  mothers  and  children  that  resulted  from 
erosion  in  AFDC  eligibility  standards  relative  to  the  federal  poverty  level.  At  the  time  of 
this  writing,  the  House-Senate  conference  agreement  on  the  FY  1987  federal  budget 
resolution  includes  funds  for  important  further  improvements  requested  by  the 
Governors.  It  appears  virtually  certain  that  states  will  be  given  the  flexibility  to  increase 
Medicaid  eligibility  thresholds  above  AFDC  levels  to  as  high  as  the  federal  poverty  line 
for  pregnant  women,  infants  and  possibly  young  children.  This  will  allow  states  to  extend 
prenatal  and  other  cost-effective  preventive  services  to  those  populations  before  major 
medical  complications  occur  and  concommitant  medical  care  costs  are  incurred.  The  first 
section  of  this  book  focuses  on  existing  eligibility  options  which  states  can  adopt  to 
extend  coverage  to  these  critical  groups.  The  development  of  appropriate  service 
coverage  policies  and  the  coordination  of  delivery  systems  for  pregnant  women  and 
children  are  discussed  in  a  subsequent  chapter. 
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State  policy  issues  regarding  managed  health  care  systems,  such  as  HMOs  and 
primary  care  networks,  are  presented  that  emphasize  access  to  and  continuity  of  primary 
care  services  and  reductions  in  unnecessary  hospital  use.  They  are  therefore  particularly 
promising  alternatives  for  Medicaid,  whose  recipients  have  often  accessed  care  only 
episodically  and  have  excessively  relied  on  expensive  hospital  emergency  rooms  for 
routine  care.  In  general,  these  alternative  financing  and  delivery  systems  perhaps  offer 
the  greatest  potential  for  efficiently  delivering  comprehensive  coordinated  services. 

There  are  several  other  medical  services  which  make  up  a  significant  proportion  of 
program  budgets  and  which  are  utilized  by  all  categories  of  Medicaid  recipients.  These 
primary  and  acute  care  services  include  inpatient  hospital,  prescription  drug,  and 
physician  services.  Individual  chapters  focus  extensive  attention  on  reimbursement  and 
related  policy  options  that  address  cost,  quality  and  access  concerns. 

Although  there  is  substantial  variation  among  states  in  the  composition  and  scope  of 
their  existing  Medicaid  programs,  in  the  structure  of  their  health  care  financing  and 
delivery  systems,  and  in  the  profile  of  their  relevant  socioeconomic  characteristics, 
almost  every  state  faces  the  same  basic  dilemma.  In  an  era  of  constraints  on  federal  and 
state  resources,  changes  in  the  health  care  marketplace  and  growth  in  the  frail  elderly 
population  are  increasing  the  need  for  Medicaid  coverage.  Clearly,  effective  Medicaid 
cost  management  will  be  critical  to  each  state's  ability  to  meet  these  growing  needs. 

Drawing  on  the  experiences  of  innovative  states  and  findings  from  policy  research, 
this  publication  identifies  and  analyzes  particularly  promising  strategies  to  manage 
Medicaid  costs  while  pursuing  access  to  quality  services  for  populations  in  need.  To  bring 
the  best  possible  expertise  to  bear  on  the  major  Medicaid  issues  facing  states,  leading 
authorities  on  the  key  policy  dimensions  of  the  program  were  asked  to  author  the 
individual  chapters  of  the  book.  To  assure  relevance  and  utility  to  state  policymakers, 
state  officials  with  substantial  expertise  in  these  issue  areas  served  as  reviewers  of,  and 
in  many  instances  as  contributors  to  the  individual  chapters.  We  do  not  provide  lengthy 
listings  of  methods  to  cut  Medicaid  budgets  regardless  of  the  impact  on  access  to  and 
quality  of  services.  Rather,  chapter  authors  have  identified  and  analyzed  approaches 
which:  facilitate  access  to  and  management  of  services  that  effectively  treat  or  care  for 
specific  conditions;  pay  only  for  efficiently  provided  necessary  services;  and,  encourage 
the  use  of  the  least  costly  setting  appropriate  to  individual  needs. 

In  short,  this  book  presents  and  analyzes  cost  management  strategies  that  can  assist 
states  in  truly  meeting  the  health  care  needs  of  poor,  disabled  and  frail  elderly 
individuals.  It  is  hoped  that  state  policymakers  find  Affording  Access  to  Quality  Care  to 
be  helpful  in  addressing  these  needs. 


Richard  E.  Curtis 
Director,  Health  Policy  Studies 
Center  for  Policy  Research 
National  Governors'  Association 


EXECUTIVE  SUMMARY  AND  READER'S  GUIDE 


This  document  provides  state  policymakers  with  a  comprehensive  and  timely  guide  to 
Medicaid  policy  alternatives  to  manage  Medicaid  costs  while  pursuing  access  to  quality 
services  for  populations  in  need.  Individual  chapters  pertain  to  key  program  areas 
including  program  eligibility,  long-term  care  for  the  elderly  and  disabled,  service 
coverage  and  delivery  organization  for  women  and  children,  and  primary  and  acute  care 
for  all  categories  of  eligibles. 

I.  Medicaid  Eligibility  Options  (Pages  1  -  29) 

Deciding  who  will  be  eligible  is  one  of  the  fundamental  policy  decisions  States  make 
regarding  their  Medicaid  programs.  Although  the  Federal  government  sets  certain 
parameters,  States  have  substantial  flexibility  in  establishing  eligibility  policy.  As  a 
result,  enormous  variation  exists  among  the  states  in  their  Medicaid  coverage. 

Unfortunately,  the  options  in  State  eligibility  policy  are  often  difficult  to  understand, 
due  in  part  to  the  fact  that  much  of  Medicaid  eligibility  policy  is  decided  by  cash 
assistance  policy  decisions.  The  vast  majority  of  Medicaid  recipients  become  eligible  as  a 
result  of  their  receipt  of  welfare  benefits  under  the  Aid  to  Families  with  Dependent 
Children  (AFDC)  and  Supplemental  Security  Income  (SSI)  programs.  Eligibility  policy  is 
also  a  problem  because  it  is  so  complicated.  Although  the  complexity  is  real,  there  are 
certain  decisions  which  are  fairly  straightforward. 

The  eligibility  chapter  focuses  on  the  most  important  eligibility  decisions  States 
make  regarding  their  Medicaid  programs.  Emphasis  is  given  to  questions  regarding  which 
optional  groups  can  be  covered  by  Medicaid  and  how  financial  criteria  impact  the 
program's  coverage  of  the  poor.  Attention  is  also  directed  to  eligibility  policies  related 
to  the  institutionalized,  since  long-term  care  accounts  for  such  a  major  portion  of 
Medicaid  expenditures. 

The  major  eligibility  policy  decisions  that  largely  determine  which  poor  people  will 
qualify  for  Medicaid  benefits  in  a  state  include: 

•  Whether  the  State  includes  any  medically  needy  groups — thus  opening  up 
Medicaid  to  categorically-related  persons  of  any  income  level,  providing  their 
medical  expenses  are  large  enough;  (Page  7) 

•  Whether  the  State  extends  eligibility  to  AFDC  families  with  an  unemployed 
parent — thus  covering  some  two-parent  poor  families  under  Medicaid;  (Page  10) 

•  Whether  the  State  covers  some  or  all  Ribicoff  children — thus  potentially  opening 
up  Medicaid  coverage  to  some  low-income  children  in  two-parent  families  in  the 
State;  (Page  11) 

•  Whether  the  State  automatically  extends  Medicaid  to  SSI  recipients  or  uses  the 
209(b)  option — thus  deciding  whether  or  not  to  use  more  restrictive  Medicaid 
eligibility  criteria  for  the  aged,  blind  and  disabled  than  the  criteria  used  by  the 
SSI  program;  (Page  13) 
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•  Whether  the  State  regularly  adjusts  its  income  limits  for  determining  Medicaid 
financial  eligibility  according  to  the  cost  of  living — thus  allowing  the  Medicaid 
program  to  maintain  its  relative  coverage  of  the  poverty  population;  and,  (Page 
15) 

•  Whether  the  State  makes  any  attempt  to  target  its  coverage  of  the  nursing  home 
recipients,  including  policies  to  access  the  home  equity  of  nursing  home 
recipients,  prohibit  the  transfer  of  assets,  and  collect  contributions  from 
responsible  relatives  toward  the  cost  of  care — thus  lowering  Medicaid 
expenditures  for  institutional  care.  (Page  18) 

In  reviewing  the  eligibility  policies  which  are  used,  four  trends  should  be  remembered: 

•  First,  Medicaid  coverage  of  the  poor  has  been  declining  in  the  last  decade.  A 
major  factor  in  this  decline  is  that  state  financial  criteria  used  for  eligibility 
determination  for  the  non-institutional  population  have  not  kept  pace  with  the 
cost  of  living. 

•  Second,  families  and  children  are  the  two  groups  that  have  been  hardest  hit  by 
restrictive  eligibility  policies.  The  economic  status  of  the  aged  has  improved 
substantially  in  the  last  decade,  so  that  fewer  of  the  aged  fall  into  the  poverty 
population.  Additionally,  most  of  the  aged  and  a  sizable  portion  of  the  disabled 
at  least  have  Medicare  coverage. 

•  Third,  long-term  care  for  a  relatively  small  number  of  aged  and  disabled 
Medicaid  recipients  is  consuming  a  growing  portion  of  the  Medicaid  dollar.  State 
eligibility  policies  for  nursing  home  recipients  may  be  making  Medicaid  primarily 
a  long-term  care  financing  program,  at  the  cost  of  covering  other  groups  with 
equally  important  health  care  needs. 

•  Fourth,  as  hospitals  and  other  health  providers  are  being  squeezed  by  other 
payers  in  the  health  care  system,  the  problems  of  indigent  and  uncompensated 
care  will  probably  become  even  greater  for  States. 

The  eligibility  policies  used  by  a  State  Medicaid  program  should  be  sensitive  to  all  of 
these  trends.  Policies  should  not  be  set  in  concrete,  but  reconsidered  regularly  to  insure 
that  a  State's  Medicaid  program  is  reaching  those  in  greatest  need,  within  available 
resources. 


II.  Juggling  Goals  in  Nursing  Home  Reimbursement  Policy  (Pages  31  -  46) 

Controlling  nursing  home  expenditures  has  long  been  a  goal  for  Medicaid  programs. 
Nursing  homes  consume  the  largest  share  of  Medicaid  spending  of  any  service  category, 
absorbing  over  30  percent  (excluding  Intermediate  Care  Facilities  for  the  Mentally 
Retarded).  Nursing  home  expenditures  have  also  been  one  of  the  fastest  growing 
components  of  Medicaid  spending,  despite  the  lack  of  expansion  in  coverage  and  eligibility 
policies  and  efforts  to  contain  costs. 

Many  States  have  tried  to  limit  their  nursing  home  spending  by  controlling  growth  in 
bed  supply  through  certificate-of-need  regulation.  However,  since  higher  costs  per  day 
rather  than  a  greater  number  of  days  often  drive  nursing  home  spending,  capacity  control 
efforts  may  often  have  only  a  limited  impact  on  spending  increases.  At  the  same  time, 
limits  on  bed  growth  have  often  created  serious  problems  for  access  to  and  quality  of 


nursing  home  care.  Some  Medicaid  eligibles  may  never  receive  the  nursing  home  care 
their  health  condition  warrants,  while  others  have  considerable  waits  for  nursing  home 
beds  and  may  lack  any  real  choice  among  homes.  Quality  enforcement  is  also  hampered 
since  states  have  difficulty  closing  beds  when  they  have  nowhere  else  to  put  patients. 

It  is  important  to  note,  however,  that  one  reason  some  states  constrain  institutional 
capacity  is  to  free  state  resources  for  the  development  of  community-based  care.  In  this 
context,  it  will  be  important  that  nursing  home  reimbursement  policies  recognize  the 
heavier  care  needs  of  those  individuals  who  remain  in  nursing  homes. 

States  have  tried  to  control  increases  in  nursing  home  costs  per  day  through  changes 
to  reimbursement  policies.  The  fact  that  Medicaid  dominates  the  nursing  home  market, 
accounting  for  about  60  percent  of  all  nursing  home  patients  and  about  50  percent  of 
nursing  home  revenues,  gives  states  considerable  bargaining  power  in  setting  rates.  Many 
states'  rate  setting  efforts  are  remarkably  sophisticated,  utilizing  prospective  payments, 
ceilings,  and  efficiency  incentives  to  constrain  nursing  home  costs.  Rate  constraints,  like 
bed  limitations,  however,  can  create  serious  problems  for  access  to  and  quality  of  care. 
As  many  states  recognize,  pursuit  of  cost  containment  should  not  be  allowed  to  undermine 
the  basic  Medicaid  goal  of  assuring  eligibles  access  to  appropriate  care. 

The  nursing  home  chapter  draws  on  States'  experience  to  examine  the  impact  of 
identified  approaches  to  nursing  home  payment  on  cost  containment,  access  and  quality  of 
care.  Although  the  focus  is  on  reimbursement,  readers  should  recognize  that 
reimbursement  alone  cannot  assure  access  to  good  quality  care  at  acceptable  costs.  As 
noted  throughout,  a  reimbursement  policy  should  be  designed  to  complement,  not 
undermine,  various  other  state  policies. 

Analysis  concentrates  on  two  separate  issues  in  payment  policy:  (1)  promoting 
efficiency  without  unduly  threatening  the  quality  of  nursing  home  care  and  (2)  promoting 
access  to  available  nursing  home  beds  for  patients  with  the  greatest  care  needs  through  a 
case-mix  reimbursement  system. 

In  order  to  balance  cost  containment,  access  and  quality  concerns  in  their  Medicaid 
nursing  home  systems,  states  can  take  various  approaches  to  rate  setting.  The  chapter 
concludes  that: 

•  Although  maximum  cost  containment  can  be  achieved  by  determining  rates 
independent  of  individual  facility  costs,  flat  rates  may  excessively  penalize  homes 
whose  high  costs  reflect  high  quality  and  reward  reductions  in  spending  on  direct 
patient  care  that  threatens  investment  in  quality  care  (Page  35). 

•  States  can  achieve  equivalent  savings  with  less  pressure  on  quality  by  using  a 
prospective  payment  system  that  sets  more  facilities'  base-year  rates  equal  to  their 
costs  and  lets  future  rates  rise  with  inflation,  rather  than  with  each  facility's  cost 
experience.  By  definition,  flat  rate  systems  can  provide  a  payment  in  excess  of  costs 
to  low  cost  homes.  By  avoiding  the  windfalls  possible  under  a  flat  rate  system,  this 
approach  can  pay  more  high  quality  homes  their  base  year  costs  without  increasing 
State  expenditures.  This  approach  will  also  reward  cost  reduction  without 
excessively  penalizing  high  cost,  high  quality  homes  (Page  35). 

•  Investment  in  quality  can  be  further  protected  if  payment  methods  distinguish 
between  direct  patient  care  and  other  expenses  and  avoid  excessive  pressure  for  cost 
reduction  in  direct  patient  care  areas  (Page  36). 
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•  Given  the  aging  of  our  population  and  constrained  public  resources  for  nursing  home 
care,  it  is  becoming  more  critical  that  public  programs  allow  institutions  to  focus 
care  on  patients  with  the  most  intensive  needs.  States  that  wish  to  maximize  access 
for  heavy  care  patients  or  to  assure  equity  across  homes  should  consider  a  case-mix 
system.  This  system  need  not  increase  total  Medicaid  spending.  Rather  it  alters  the 
relative  rates  paid  for  different  types  of  patients.  To  promote  both  access  and 
quality,  a  case-mix  system  should  set  rates  based  on  individual  patient  needs,  employ 
cost-based  rates  plus  a  profit-factor  which  rises  with  patients'  care  needs,  reward 
homes  for  helping  patients  improve,  and  allow  upward  rate  adjustments  when  patient 
care  needs  increase.  To  make  their  systems  successful,  States  must  be  willing  to 
invest  in  adequate  numbers  of  well-trained  staff  to  assure  effective  administration 
(Page  37). 


Ha.  Medicaid  Strategies  for  Cost-Containment  for  ICF/MRs  (Pages  47  -  53) 

In  Addendum  A  to  the  nursing  home  chapter,  cost  containment  strategies  for 
Intermediate  Care  Facilities  for  the  Mentally  Retarded  (ICF/MRs)  are  addressed. 

The  ICF/MR  program  is  important  to  state  Medicaid  cost-containment  strategies 
because  of  its  budgetary  significance.  Since  its  inception  in  1972,  ICF/MR  expenditures 
have  been  one  of  the  fastest  growing  portions  of  the  Medicaid  program.  Total  ICF/MR 
expenditures  reached  $4.25  billion  in  1984,  or  nearly  12.6  percent  of  the  total  Medicaid 
budget  in  that  year.  Rapid  growth  has  continued  despite  the  fact  that  the  number  of 
ICF/MR  recipients  actually  declined  between  1982  and  1984. 

As  is  the  case  for  nursing  homes  in  general,  state  assessments  of  policy  options  for 
ICF/MRs  should  carefully  examine  the  implications  for  the  cost,  accessibility  and  quality 
of  residential  care  for  mentally  retarded  persons. 

State  policy  alternatives  which  address  these  concerns  are  numerous. 

•  One  alternative  involves  the  development  of  alternatives  to  ICF/MR  placement. 
Most  strategies  currently  involve  the  use  of  Medicaid's  home  and  community-based 
waiver  program,  which  was  authorized  under  the  Omnibus  Budget  Reconciliations  Act 
of  1981  (Chapter  III  discusses  this  authority  more  fully).  Many  states  have  relied  on 
state  funding  and  other  federal  entitlements  (e.g.,  Supplemental  Security  Income, 
Food  Stamps)  to  support  the  majority  of  small  community-based  residential  care 
placements.  These  strategies  require  an  assessment  of  the  fiscal  and  programmatic 
advantages  of  Medicaid  participation  vis-a-vis  alternative  funding  mechanisms. 

•  State  Medicaid  programs  are  increasingly  turning  toward  reimbursement  policy  as  a 
vehicle  to  balance  their  cost,  access  and  quality  of  care  objectives  for  ICF/MR 
community-based  programs.  Since  1980,  60  percent  of  states  with  a  system  of 
privately  operated  ICF/MRs  have  made  significant  changes  in  their  reimbursement 
methodologies.  Three  promising  areas  of  reimbursement  reform  are: 

Adopting  Client-Related  Reimbursement  Methodologies  for  ICF/MRs.  One 
option  available  to  states  that  group  facilities  for  reimbursement  purposes,  is  to 
include,  along  with  other  factors,  client  characteristics  as  part  of  the  grouping 
criteria.  For  states  which  do  not  employ  a  grouping  mechanism  to  establish 
reimbursement  levels,  another  approach  is  to  develop  a  case-mix  adjustment. 
The  advantage  of  these  approaches  is  that  they  assure  different  levels  of  client 
impairment  will  be  recognized  in  the  rate  setting  mechanism. 
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Adopting  a  Fee-For-Capital  System  for  Capital  Cost  Reimbursement.  An 
alternative  approach  to  reimbursing  ICF/MR  capital-related  expenditures 
involves  a  fee-for-capital  arrangement  in  which  one  fee  or  several  modified  fees 
are  based  on  such  criteria  as  facility  age  and  facility  size  (Addendum  B  more 
fully  discusses  nursing  home  capital  reimbursement  options). 

Replacing  Uniform  Cost  Limits  With  Multiple  Limits  on  Cost  Centers  and 
Applying  Efficiency  Incentives  on  Nonservice  Cost  Centers.  Multiple  cost  limits 
enable  states  to  exert  greater  influence  over  resource  allocation  within  the 
facility  while,  at  the  same  time,  providing  flexibility  to  raise  or  lower  screens  on 
specific  cost  centers  to  reflect  changing  policy  objectives  regarding  ICF/MR 
cost  containment  and  quality  control.  The  cost  management  value  of  selective 
screening  can  be  further  enhanced  through  the  use  of  efficiency  incentives  which 
allow  providers  to  keep  all  or  a  portion  of  the  difference  between  their  actual 
costs  and  their  targeted  or  retrospectively  adjusted  rate. 


lib.  Nursing  Home  Capital  Reimbursement  (Page  55  -  57) 

In  Addendum  B  to  Chapter  2,  issues  relating  to  nursing  home  capital  reimbursement 
are  addressed. 

In  addition  to  reimbursing  nursing  homes  for  their  operating  expenses,  state  Medicaid 
programs  also  make  payments  to  facilities  for  capital-related  costs,  i.e.,  expenses 
associated  with  the  construction,  purchase  or  depreciation  of  a  facility  and  its  major 
equipment.  While  the  capital-related  component  of  Medicaid  nursing  home 
reimbursement  represents  less  than  10%  of  total  payments  to  these  facilities,  it  is 
nonetheless  an  important  policy  area  that  has  received  considerable  Congressional 
attention  in  recent  years.  Moreover,  while  issues  relating  to  quality  and  access  are  most 
directly  related  to  patient  care  and  operating  cost  reimbursement,  they  can  also  be 
influenced  by  capital  cost  reimbursement  policies. 

Concern  that  health  care  facilities  were  being  sold  solely  to  realize  an  increase  in 
capital  reimbursement  prompted  Congress,  in  1984,  (DEFRA)  to  limit  the  new  value  of  a 
hospital  or  skilled  nursing  facility  to  the  lower  of  the  acquisition  cost  to  the  previous 
owner  (seller)  or  the  purchase  price  paid  by  the  new  owner.  The  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1986  (COBRA),  now  allows  state  Medicaid  programs  the 
option  of  recognizing  increases,  subject  to  limits,  in  the  value  of  nursing  homes  that  are 
sold. 

Within  these  constraints,  states  maintain  considerable  flexibility  in  designing  capital 
reimbursement  systems.  Three  major  policy  areas  in  designing  a  system  are: 

o     policies  for  determining  property  values; 

o     policies  concerning  the  basis  of  payment;  and 

o     policies  concerning  the  specificity  of  rates. 

Whether  new  Medicaid  capital  reimbursement  approaches  will  result  in  greater  access 
to  nursing  home  care  by  increasing  the  supply  of  nursing  home  beds  cannot  be  determined 
in  isolation.  They  must  be  viewed  in  the  broader  context  of  a  state's  other  regulatory 
activities  as  well  as  the  state's  Medicaid  reimbursement  policies  for  operating  costs. 
Further,  the  effect  these  alternative  capital  reimbursement  approaches  will  directly  have 
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on  the  condition  of  nursing  homes'  physical  plants  and  indirectly  on  the  quality  of  patient 
care  they  provide  have  yet  to  be  fully  assessed.  The  goal  for  any  state  is  to  develop 
nursing  home  reimbursement  policies,  both  for  operating  and  capital  costs,  which  pay 
equitably  in  order  to  reward  homes  for  the  provisions  of  quality  care,  yet  which  also 
discourage  behavior  which  is  driven  solely  by  profit  motives. 

lie.  Preadmission  Screening  (Pages  59  -  63) 

In  Addendum  C  to  Chapter  2,  preadmission  screening  programs  are  discussed. 

Over  the  last  five  years,  initiatives  to  control  entry  into  the  nursing  home  have  been 
a  particularly  fertile  area  for  state  innovation.  Preadmission  screening  (PAS)  is  the 
predominant  method  of  gatekeeping  employed  by  states.  Currently  used  by  approximately 
thirty  states,  preadmission  screening  is  a  formal  mechanism  which  evaluates  whether 
persons  need  the  level  of  care  provided  in  a  nursing  home  before  they  enter  the  institution. 

Developed  partly  in  response  to  expenditure  and  demographic  trends,  preadmission 
screening  programs  were  originally  intended  to  address  cost,  access,  and  quality 
considerations  by  focusing  on  the  problem  of  inappropriate  nursing  home  placements. 
Preadmission  screening  attempts  to  ensure  that  only  those  Medicaid  recipients  who  need 
nursing  home  care  receive  those  services. 

Over  time,  PAS  programs  have  evolved  to  serve  another  very  important  function: 
PAS  can  be  used  to  target  home  and  community-based  services  as  an  alternative  to 
institutional  care.  This  evolution  has,  and  will  continue  to  be,  influenced  by  the  growing 
concern  over  quality  of  life  issues  and,  secondarily,  that  individuals  can  receive 
alternative  services  that  are  less  expensive  than  institutional  care. 

All  PAS  programs  establish  criteria  to  determine  when  nursing  home  services  are 
necessary,  assess  clients,  and  recommend  appropriate  placement.  Even  on  these  basic 
characteristics,  however,  program  vary  widely  from  state  to  state. 

The  variability  across  states,  on  the  one  hand,  makes  it  difficult  to  compare 
programs.  On  the  other  hand,  the  wide  diversity  provides  a  rich  source  of  alternatives  for 
state  policymakers  to  weigh  when  considering  adopting  preadmission  screening  or 
changing  an  existing  program. 

o     What  Can  PAS  be  Expected  to  Accomplish? 

Based  on  the  experience  thus  far,  PAS  impacts  primarily  access  and  quality  concerns 
with  almost  no  evidence  that  nursing  home  costs  are  reduced. 

o     Which  Nursing  Home  Applicants  Can  be  Screened? 

All  states  having  PAS  require  screening  of  all  Medicaid  recipients  who  apply  for 
nursing  home  care.  Programs  in  a  number  of  states  (e.g.,  Virginia)  also  screen  "expected 
Medicaid  eligibles"  who,  based  on  a  review  of  their  financial  status,  are  estimated  to 
become  eligible  for  Medicaid  within  a  specified  period  (e.g.,  6  months).  In  most  PAS 
programs  that  cover  expected  Medicaid  eligibles,  screening  must  take  place  before 
Medicaid  will  pay  for  nursing  home  services. 

o     Who  Does  the  Screening  and  What  is  Screened? 

Almost  all  PAS  programs  use  screening  teams  that  include  a  registered  nurse  and  a 
social  worker  as  members.  Social  workers  are  usually  responsible  for  evaluating  nursing 
home  applicants'  social  supports  while  medical  necessity  issues  are  most  often  reviewed 

by  a  registered  nurse. 


All  programs  assess  the  physical  and  mental  health  status  of  those  undergoing 
screening.  In  addition,  almost  all  programs  screen  nursing  home  applicants  to  evaluate 
functional  status  and  if  the  individual  is  currently  receiving  services  from  another 
program  or  through  an  informal  network  of  family  and  friends. 

•     How  Can  PAS  be  used  for  Targetting? 

State  PAS  programs,  because  of  their  location  as  the  central  entry  point  for  long 
term  care,  can  target  in  a  variety  of  ways.  It  can  be  done  both  explicitly  through  links 
with  a  home  and  community-based  services  program  and  implicitly  by  helping  to  maintain 
an  applicant's  informal  support  network. 


III.  Home  and  Community-Based  Care  Options  Under  Medicaid  (Pages  65  -  94) 

To  meet  the  long-term  care  service  needs  of  elderly  and  disabled  Medicaid  recipients 
in  a  more  flexible  and  cost-efficient  manner,  many  State  Medicaid  agencies  are 
restructuring  their  service  coverage  plans  to  encompass  a  range  of  institutional  and 
non-institutional  long-term  care  services.  This  restructuring  of  long-term  care  service 
coverage  reflects  a  growing  recognition  that  continued  reliance  on  nursing  home  care  as 
the  primary  service  option  is  neither  fiscally  prudent  nor  socially  desirable. 

Most  States  are  electing  to  meet  the  growing  demand  for  long-term  care  services 
through  increased  resource  investment  in  non-institutional,  rather  than  institutional, 
service  coverage  plans.  Until  fairly  recently,  the  opportunities  for  doing  so  within  the 
parameters  of  State  Medicaid  eligibility  and  service  coverage  options  were  severely 
restricted  by  Federal  Medicaid  statute.  However,  States  may  now  take  advantage  of 
increased  options  to  expand  the  availability  of  home  and  community-based  services. 

States  have  two  major  choices  in  home  and  community-based  services  coverage  under 
Medicaid,  which  are  not  mutually  exclusive.  The  first  is  to  expand  non-institutional 
services  through  the  creative  use  of  coverage  options  within  their  State  Medicaid  plans, 
most  notably  the  coverage  of  personal  care  services  (Page  68).  The  other  major  option  is 
to  expand  home  and  community-based  services  under  the  provisions  of  the  Section  2176 
Home  and  Community-Based  Medicaid  Waiver  program  (Page  73). 

The  home  and  community-based  care  chapter  addresses  some  of  the  considerations  in 
the  implementation  of  a  Medicaid-funded  home  and  community-based  services  program. 
Although  by  no  means  inclusive,  some  primary  considerations  are: 

•  States  must  decide  how  Medicaid-funded  home  and  community-based  care 
programs  will  relate  to  non-Medicaid  funded  programs  providing  similar  services, 
particularly  at  the  State  agency  level.  (Page  78). 

•  Additionally,  strong  consideration  must  be  given  to  the  development  of  a  case 
management  infrastructure  for  client  assessment,  eligibility  determination,  care 
plan  development,  and  service  monitoring  (Page  80). 

•  Medicaid  home  and  community-based  service  programs  need  to  develop 
clearly-formulated  strategies  for  targeting  services  to  persons  who  at  high  risk 
for  nursing  home  placement.  It  is  recommended  that  States  limit  access  to  home 
and  community-based  services  through  linkages  with  nursing  home  preadmission 
screening  programs  (see  Addendum  B  to  Chapter  2)  to  increase  targeting 
efficiency  (Page  83). 
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•  Achieving  equity  and  uniformity  in  service  allocation  decisions  involves 
trade-offs  between  formal  administrative  guidelines  and  reliance  on  the 
professional  judgements  of  case  managers.  Information  feedback  and  peer 
review  are  useful  mechanisms  for  achieving  these  objectives  (Page  85). 

•  As  purchasers  of  home  and  community-based  services,  State  Medicaid  agencies 
are  entering  unfamiliar  provider  markets,  outside  the  traditional  health  care 
delivery  system.  States  are  encouraging  existing  providers  to  broaden  their 
existing  mix  of  services  to  include  both  medically-oriented  and  non-medical 
long-term  care  services  (Page  87). 

•  Home  and  community-based  service  programs  require  strong  management. 
Management  informations  systems  which  provide  program  managers  with  data  on 
the  characteristics  of  their  client  caseloads,  service  utilization  and  expenditure 
patterns,  and  client  outcomes  are  a  necessary  management  tool.  Home  and 
community-based  services  programs  also  require  new  types  of  quality  assurance 
mechanisms  (Page  89). 

Given  rapidly  growing  demand  for  home  and  community-based  care,  fueled  by  the 
dramatic  increase  in  the  number  of  persons  living  with  chronic  illness,  Medicaid 
policymakers  at  both  the  State  and  Federal  levels  are  approaching  service  coverage 
expansions  for  non-institutional  services  with  legitimate  caution.  In  the  fragmented 
long-term  care  financing  and  delivery  system  which  currently  exists,  there  is  a 
considerable  risk  involved  in  any  single  program  venturing  to  step  forward  with  expanded 
long-term  care  benefits.  It  is  clear  that  Medicaid  is  not  in  a  position  to  serve  as  this 
country's  sole  long-term  care  financing  program,  nor  was  this  the  program's  original 
intent.  However,  well-managed,  efficiently-targeted,  home  and  community-based 
services  covered  by  Medicaid  can  help  States  meet  the  long-term  care  needs  of  their 
elderly  and  disabled  poor  in  a  more  appropriate,  caring,  and  humane  manner  without  major 
impacts  on  increasingly  constrained  Medicaid  budgets. 


IV.   Medicaid  Services  and  Delivery  Setting  for  Maternal  and  Child  Health  (Pages  95  -  125) 

Maternal  and  child  health  (MCH)  has  recently  gained  new  prominence  in  the  dialogue 
about  cost,  access  and  quality  of  health  care.  A  great  deal  of  this  impetus  stems  from  the 
concern  over  the  declining  share  of  poor  families  enrolled  in  AFDC  and  covered  by 
Medicaid  in  the  last  decade.  According  to  the  Congressional  Research  Service  (1985), 
there  were  89.4  AFDC  families  for  every  100  poor  families  in  1973.  Just  10  years  later  in 
1983,  there  were  only  63  AFDC  families  for  every  100  poor  families.  Moreover,  many 
health  status  measures  for  women  and  children  such  as  low  birthweight,  post  neonatal 
mortality,  and  teenage  pregnancy  rates  have  shown  only  marginal  improvements  and,  in 
some  cases,  actual  declines  in  recent  years. 

Unless  financing  and  delivery  systems  are  more  carefully  tailored  to  prevent 
premature  births  and  infant  mortality  and  unintended  pregnancies  among  low  income 
women  and  children,  it  appears  that  Medicaid  costs  and  states'  vital  health  statistics  will 
continue  on  the  same  upward  spiral.  In  other  words,  efforts  to  contain  the  high  Medicaid 
costs  associated  with  maternal  and  child  health  are  intimately  linked  to  changes  in  access 
to  the  most  appropriate  health  services. 

Concerned  with  these  issues,  most  states  are  re-examining  their  current  delivery  and 
financing  systems  to  improve  access  to  cost-effective  maternal  and  child  health  services. 
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Since  Medicaid  is  the  major  public  payer  of  ambulatory  and  hospital  services  for  low 
income  women  and  children,  policies  related  to  benefits  and  delivery  settings  have  major 
significance.  Moreover,  since  over  80  percent  of  AFDC  women  are  in  their  childbearing 
years,  pregnancy-related  services  are  especially  important.  In  addition,  another  7  million 
AFDC  children,  close  to  50  percent  of  whom  are  6  or  under,  are  eligible  for  Medicaid  —  a 
time  when  additional  preventive  services  are  required. 

Keeping  in  mind  the  characteristics  of  the  AFDC  adult  and  child  population,  their 
utilization  patterns,  and  the  literature  on  model  state  programs  and  cost-effectiveness, 
the  following  strategies  could  be  pursued  by  state  Medicaid  officials. 

For  prenatal  care  and  pregnancy  counseling  services,  states  may  want  to  consider: 
(Page  103  -  116) 

•  creating  an  enriched  package  of  prenatal  care  benefits; 

•  expanding  the  content  and  timing  of  pregnancy  counseling  services; 

•  creating  an  infrastructure  to  act  as  the  central  funding  repository  and  referral 
agency  for  AFDC  women; 

•  assessing  the  capacity  of  local  health  departments,  physicians,  nurse  midwives,  and 
Level  2  and  3  hospitals  to  serve  Medicaid-eligible  women; 

•  increasing  obstetricians'/gynecologists'  participation  in  Medicaid;  and, 

•  encouraging  the  use  of  Medicaid  liaison  staff  at  major  health  delivery  sites  used  by 
pregnant  women  to  assist  in  the  application  processing. 

For  pediatric  benefits  and  services,  states  may  want  to  consider: 

•  expanding  the  EPSDT  benefit  package  to  be  consistent  with  current  medical  and 
dental  standards; 

•  designing  different  EPSDT  standards  for  child  subgroups,  such  as  children  ages  0-3, 
adolescents,  chronically  ill  children; 

•  creating  targeted  EPSDT  outreach  strategies  for  children  at  high  risk  for  morbidity 
and/or  high  users  of  health  services; 

•  expanding  the  role  of  pediatricians  and  family  physicians/general  practitioners  in  the 
continuing  care  of  Medicaid  children  under  EPSDT; 

•  redefining  the  role  of  clinics  in  EPSDT  to  perform  targeted  outreach  and  case 
management,  to  serve  only  those  children  without  a  continuing  care  arrangement,  and 
to  subcontract  with  physicians  to  provide  diagnostic  tests  and  other  services  not 
typically  available  in  physicians'  offices;  and 

•  creating  an  infrastructure  at  the  local  level  to  better  channel  public  child  health 
funds,  coordinate  care  and  assure  a  basic  minimum  set  of  services. 

The  state  models  that  illustrate  many  of  these  options  often  have  obtained  federal 
waivers.  However,  most  of  these  strategies  can  be  pursued  without  a  waiver  and  with 
only  a  state  plan  change.  In  other  words,  states  have  many  options  that  would  directly 
enhance  access  and  quality  of  maternal  and  child  health  care  and,  at  the  same  time,  result 
in  potential  cost  savings. 
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V.  The  Management  of  Medicaid  Inpatient  Hospital  Expenditures  (Pages  127  -  149) 


Within  the  overall  health  care  delivery  system,  the  hospital  maintains  a  relatively 
high  profile.  In  1985,  for  example,  it  has  been  estimated  that  almost  $168  billion  was 
spent  on  hospital  care  nationwide.  This  represented  nearly  half  of  all  expenditures  for 
personal  health  care  services  made  during  that  year.  Not  only  do  hospital  services 
represent  a  major  portion  of  total  health  care  spending,  but,  until  recently,  increases  in 
expenditures  for  these  services  have  been  one  of  the  major  driving  forces  behind  spiralling 
health  care  costs. 

Like  other  health  care  purchasers,  hospital  care  has  been  a  substantial  contributor  to 
the  size  of  state  Medicaid  budgets.  Nationwide,  total  federal  and  state  payments  for 
inpatient  care  totalled  over  $9.4  billion  in  federal  fiscal  year  1985,  or  over  one  quarter  of 
all  Medicaid  vendor  payments.  This  amount  is  second  in  size  only  to  nursing  home 
expenditures. 

Unlike  Medicare,  which  is  responsible  for  approximately  40%  of  all  hospital  revenues 
nationwide,  Medicaid  accounts  for  only  about  10%  of  all  hospitals'  revenues.  This 
relatively  small  market  share  limits  the  effect  Medicaid  policies  can  have  on  changing 
hospital  behavior  industry-wide.  However,  the  drop  in  utilization  levels  experienced  by 
many  hospitals  as  a  result  of  public  and  private  cost  containment  initiatives  has,  in  many 
cases,  made  Medicaid  a  more  important  revenue  source. 

A  state's  Medicaid  policies  can  have  a  profound  affect  on  program  recipients'  ability 
to  receive  needed  care.  Policies  that  allow  inpatient  treatment  of  conditions  that  could 
be  care  for  on  an  ambulatory  basis,  often  at  greatly  reduced  cost,  reduce  the  amount  of 
scarce  program  dollars  that  could  be  used  to  fund  other  activities,  such  as  prenatal  care 
or  preventive  services  for  children.  Conversely,  non-covered  or  limited  coverage  of 
medically  necessary  hospital  care  could  place  patients  in  situations  that  threaten  their 
health  and  welfare  or  impose  substantial  financial  hardship  on  hospitals  that  do  provide 
care  for  these  patients. 

In  general,  a  state  can  manage  its  Medicaid  hospital  expenditures  through  its  policies 
concerning:  1)  the  way  it  reimburses  hospitals,  and  2)  the  way  it  controls  the  type  and 
utilization  of  care  provided  in  hospitals. 

Improvements  in  the  way  Medicaid  programs  reimburse  hospitals  for  the  care  they 
provide  have  offered  the  greatest  potential  in  recent  years  for  managing  hospital 
expenditures.  Most  states  have  used  the  new  flexibility  provided  by  1981  federal 
legislation  and  have  moved  to  redesign  their  Medicaid  hospital  reimbursement 
methodologies.  The  majority  of  new  reimbursement  systems  designed  by  states  are 
"prospective"  systems.  That  is,  they  establish  payment  levels  in  advance  of  the  time  when 
the  service  is  provided  and  do  not  involve  any  subsequent  financial  settlements  between 
the  state  and  the  hospitals  that  attempt  to  reconcile  final  payment  levels  with  the  actual 
cost  of  providing  care. 

The  prospective  payment  systems  which  states  can  adopt  include: 

•  Multi-Payer  Rate  Setting  Systems  (Page  134); 

•  Trended  Prospective  Systems  (Page  135); 

•  DRG-Based  Systems  (Page  137);  and 

•  Selective  Contracting  programs  (Page  139). 
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As  a  complement  to  the  major  changes  states  can  make  in  their  reimbursement 
policies,  states  also  can  and  have  moved  with  increased  frequency  to  develop  policies  that 
are  designed  to  either  reduce  the  inappropriate  use  of  inpatient  hospital  services  and/or  to 
promote  the  provision  of  comparable  care  in  less  costly,  yet  medically  appropriate 
delivery  settings  (Pages  142  -  147). 

Coverage  policies  designed  to  promote  the  delivery  of  services  on  an  ambulatory 
basis  include  shifting  utilization  of  certain  services  to  outpatient  settings  (Page  142),  and 
allowing  coverage  of  alternative  ambulatory  settings  such  as  ambulatory  surgical  centers 
and  birthing  centers  (Page  143).  Limiting  hospital  days  represents  an  additional  method  of 
controling  expenditures  for  states  which  reimburse  on  a  per  diem  basis  (Page  144). 

Utilization  control  policies  that  attempt  to  verify  the  medical  necessity  for  the 
hospital  admission  and/or  the  continued  stay  in  the  hospital,  include  prior  authorization 
mechanisms  (Page  145),  second  surgical  opinion  programs  (Page  145),  concurrent  reviews 
(Page  146),  and  recipient  cost  sharing  (Page  146). 

Reimbursement  policies  for  other  services  attempt  to  move  the  delivery  of  certain 
services  from  the  hospital  setting  to  less  costly  sights  by  adjusting  physician 
reimbursement  rates  to  make  it  more  financially  attractive  for  physicians  to  perform 
certain  procedures  on  an  ambulatory  basis  (Page  146). 

In  summary,  hospital  care  represents  a  very  important  Medicaid  service  both  because 
of  its  high  cost  and  the  critical  role  it  plays  within  the  continuum  of  patient  care.  Policy 
efforts  to  manage  program  expenditures  in  this  area  require  a  careful  balance  to 
eliminate  inappropriate  utilization  of  these  expensive  resources,  promote  efficiency 
within  the  hospitals  themselves,  ensure  the  quality  of  services,  and  maintain  access  to 
medically  necessary  hospital  care. 

V(a).  Recipient  Cost  Sharing  Under  Medicaid  (Pages  150  -  155) 

The  sharing  of  costs  between  patients  and  third  party  payers  has  traditionally  been  a 
tool  used  in  the  health  insurance  industry  to  accomplish  very  important  objectives.  As  a 
utilization  control  device,  cost  sharing  helps  induce  patients  to  be  economically  prudent 
when  deciding  to  purchase  health  care  services.  As  an  expenditure  control  device,  cost 
sharing  allows  third  party  payers  to  shift  a  portion  of  the  cost  of  care  to  consumers  of 
health  services. 

Within  the  context  of  a  means-tested  entitlement  program  such  as  Medicaid,  cost 
sharing's  utility  is  less  clear  cut.  Whether  it  is  appropriate  to  impose  a  direct  cost  for 
pursuing  health  services  on  recipients  who  are  (by  definition)  indigent  is  a  topic  of 
significant  controversy.  States  often  adopt  cost  sharing  programs  for  budgetary  purposes 
other  than  just  utilization  control,  such  as  a  partial  substitute  for  state  payments  to 
providers. 

States  considering  the  adoption  of  cost  sharing  policies  need  first  to  familiarize 
themselves  with  federal  rules  and  regulations  which  limit  the  extent  to  which  they  can 
impose  cost  sharing  on  services  provided  to  Medicaid  recipients  and  the  maximum 
"nominal"  amounts  that  can  be  charged.  Nominal  rates  which  will  not  preclude  financial 
access  to  care  for  indigent  Medicaid  recipients  obviously  reduce  the  degree  to  which  cost 
sharing  charges  can  achieve  offsets.  Additionally,  non-exempt  services  upon  which 
charges  can  be  applied,  while  numerous,  do  not  promise  large  savings  because  1)  most  of 
them  do  not  represent  high  cost  Medicaid  services,  and  2)  inpatient  hospital  services, 
while  a  "big-ticket"  item,  are  most  often  consumed  by  sicker  recipients  whose  utilization 
is  determined  by  physicians. 
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Nonetheless,  it  is  important  to  note  that  numerous  states  have  implemented  broad 
cost  sharing  policies  and  have  concluded  that  cost  sharing  represents  both  an  appropriate 
and  effective  means  of  achieving  program  savings.  According  to  an  NGA  survey 
conducted  during  late  1984  and  early  1985,  25  states  have  opted  to  impose  cost  sharing  on 
at  least  some  services,  most  frequently  prescription  drugs  (21  of  25  states)  (Page  152). 

Cost  sharing,  with  any  population,  creates  potential  situations  where  persons  forego 
necessary  care  in  order  to  avoid  incurring  out-of-pocket  costs.  While  such  an  outcome  is 
never  desirable  (and  often  not  cost-efficient,  since  services  for  more  severe  conditions 
which  may  result  are  more  expensive  than  services  for  minor  problems),  it  is  especially 
important  to  avoid  such  situations  with  indigent  populations,  whose  health  care  needs  tend 
to  be  greater  than  those  of  the  general  public.  Studies  point  out  that  behavior  among  low 
income  populations  and  the  number  of  services  they  consume  does  change  depending  on 
the  level  of  cost  sharing,  and  that  declines  in  health  status  do  occur  when  health  insurance 
coverage  is  terminated  or  limited  and  cost  of  care  becomes  a  barrier  to  access  (Page  153). 

While  one-half  of  the  states  have  chosen  to  enact  cost  sharing  policies,  believing  they 
are  appropriate  and  effective  means  of  achieving  program  savings,  it  is  important  that 
states  consider  and  monitor  closely  these  potential  adverse  impacts  as  they  plan  and 
manage  their  Medicaid  programs. 

VI.  Outpatient  Prescription  Drugs  (Pages  157  -  175) 

In  federal  fiscal  year  1984,  combined  state  and  federal  Medicaid  expenditures  for 
prescription  drugs  totaled  just  under  $2.0  billion.  This  figure  represented  about  6  percent 
of  all  Medicaid  payments  that  year.  Prescription  drugs  are  one  of  the  most  widely 
covered  of  all  Medicaid  "optional"  services  (all  states  plans  except  those  of  Alaska  and 
Wyoming  contain  some  type  of  drug  coverage),  and  with  the  exception  of  institution  care 
delivered  in  intermediate  care  facilities  and  intermediate  care  facilities  for  the  mentally 
retarded,  they  are  the  most  costly  services  which  can  be  covered  at  state  option. 

Nationally,  expenditures  for  all  drug  purchasers  in  1985  equaled  approximately  $26.0 
billion,  or  7.0  percent  of  total  health  care  spending.  In  recent  years,  prices  for  this 
component  of  total  health  care  spending  have  been  rising  rapidly  relative  to  other  health 
services.  Since  1980,  the  price  of  prescription  drugs  has  increased  by  10.6  percent  per 
year  while  the  annual  rate  of  increase  for  all  products  was  8.7  percent. 

Data  specific  to  the  Medicaid  program  reveal  the  stable  nature  of  the  benefit  as  a 
part  of  the  total  program.  Over  the  five  year  period  between  1980  and  1985,  prescription 
drugs  hovered  between  5.4  percent  and  5.8  percent  of  total  program  spending.  Average 
annual  growth  of  Medicaid  spending  for  drugs  since  1980  has  been  10.5  percent. 

The  retail  drug  market  in  general,  in  which  Medicaid  represents  the  single  largest 
financer  of  services,  is  characterized  by  intense  competition.  Competitive  pressures 
create,  among  other  effects,  a  very  high  rate  of  participation  by  pharmacies  in  the 
Medicaid  program;  approximately  90  percent.  For  this  reason  access  to  prescription  drugs 
by  Medicaid  recipients  is  rarely  a  problem. 

Prescription  drug  reimbursements  are  presently  one  of  the  most  inflationary 
components  of  Medicaid.  States  currently  use  several  methods  in  an  effort  to  control 
these  program  costs,  including: 

•     use  of  drug  formularies  (Page  164); 
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•  setting  monthly  limits  on  the  number  of  prescriptions  per  recipient  (Page  165); 

•  setting  monthly  limits  on  the  dollar  amount  paid  for  prescriptions  per  recipients 
(Page  165); 

•  imposing  recipient  cost  sharing  on  prescriptions  (Page  165);  and 

•  locking  high  utilizers  into  specific  pharmacy  providers  (Page  166). 

Unfortunately,  the  main  force  driving  prescription  drug  inflation  has  been  increases 
in  drug  product  costs  at  the  manufacturer  level.  Most  all  of  the  strategies  widely  used  by 
states  at  present  focus  instead  upon  controlling  costs  at  the  retail  pharmacy  and  Medicaid 
recipient  levels. 

Several  new  and  innovative  cost  containment  strategies  merit  further  attention  at 
the  state  and  federal  level.  Policies  which  directly  address  drug  product  cost  inflation 
and  which  take  advantage  of  the  competitive  nature  of  the  retail  drug  market  to  reduce 
costs  and  induce  efficiencies  may,  in  the  long  run,  hold  a  great  deal  more  promise  for 
significantly  impacting  Medicaid  programs  in  an  effective  manner.  Initiatives  which 
states  are  encouraged  to  investigate  include: 

•  expanded  state-level  maximum  allowable  cost  (MAC)  programs  (Page  168); 

•  generic  drug  incentives  (Page  169); 

•  pharmacists  incentive  programs  (PhIP)  (Page  169); 

•  drug  utilization  review  (DUR)  (Page  169); 

•  controlling  drug  product  costs  through  bulk  purchasing,  negotiated  discounts,  and 
manufacturers  rebates  (Page  170); 

•  coverage  of  over-the-counter  products  (OTCs)  (Page  172);  and 

•  competitive  incentive  programs  (CIPs)  (Page  172). 

All  of  these  approaches  have  the  potential  for  controlling  Medicaid  costs  without 
adversely  effecting  quality  of  care  or  recipient  access.  Due  to  Medicaid's  prominant  role 
in  the  financing  of  prescription  drug  services,  state  and  federal  governments  are  in  an 
unusually  favorable  position  from  which  to  leverage  considerable  influence  over  the  design 
of  reimbursement  policies  specifically,  and  the  structure  of  the  retail  market  in  general. 

VII.  Physician  Reimbursement  (Pages  177  -  200) 

The  central  role  of  physicians  in  the  health  delivery  system  makes  physician 
reimbursement  policy  an  important  consideration  in  any  discussion  of  Medicaid  cost 
management  reform. 

Although  physician  services  accounted  for  only  6.6  percent  of  the  $33.5  billion  spent 
by  Medicaid  programs  in  FY  1984,  the  decisions  physicians  make  as  they  treat  patients 
affect  a  much  higher  proportion  of  the  total.  It  follows  that  effective  management  of 
costs  requires  close  attention  to  the  methods  by  which  physicians  are  reimbursed. 

The  opportunities  for  reform  are  greater  today  than  in  the  past,  largely  because  the 
surplus  of  physicians  makes  them  more  ready  to  accept  new  payment  approaches. 
Medicaid's  opportunities  are  greatest  in  situations  where  Medicaid  eligibles  constitute  a 
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large  part  of  a  physician's  total  practice.  In  many  markets,  however,  Medicaid's  leverage 
may  not  be  great  enough  to  implement  systems  with  strong  cost  management  incentives. 
The  limitation  is  greatest  when  Medicaid  patients  represent  a  small  proportion  of 
physician  revenue.  In  those  cases,  physicians  may  respond  to  strong  Medicaid  initiatives 
that  they  see  as  burdensome  by  refusing  to  participate,  thereby  creating  access  problems 
for  Medicaid  patients.  Cost  containment  initiatives  which  involve  lowering  physician  fees 
may  not  be  practical  in  many  areas  because  Medicaid  rates  are  already  lower  than  those 
of  other  payers. 

The  reasons  for  giving  concentrated  attention  to  designing  a  physician  reimbursement 
system  which  provides  effective  cost  management  can  be  summarized  in  the  following 
points: 

•  As  mentioned  above,  physicians  have  great  influence  on  the  cost  of  care  because, 
in  the  process  of  treating  patients,  they  make  most  of  the  decisions  that 
determine  what  health  resources  will  be  consumed  (Page  177). 

•  Physicians  frequently  have  wide  discretion  in  making  treatment  decisions;  and 
because  the  system  has,  historically  provided  no  incentives  to  do  otherwise,  they 
often  choose  more  expensive  courses  of  treatment  (Page  179). 

•  The  most  common  reimbursement  system,  the  traditional  fee-for-service 
approach,  provides  incentives  to  provide  expensive  care:  it  rewards  physicians 
who  prescribe  many  services  and  it  rewards  them  more  if  the  prescribe 
high-tech,  high-cost  services  (Page  189). 

In  looking  at  specific  alternative  methods  for  reimbursing  physicians,  Medicaid 
programs  might  consider  several  alternatives  to  the  common  "small  bundle" 
fee-for-service  system. 

•  The  DRG  system  involves  a  fixed  payment  for  a  whole  episode  of  illness.  It  is 
conceptually  appealing  because  it  provides  strong  financial  incentives  for 
physicians  to  choose  the  least  costly  mix  of  appropriate  services  to  meet  the 
patient's  needs.  But  because  of  the  problem  of  windfall  losses  or  gains  with 
small  numbers  of  patients,  the  approach  probably  cannot  be  used  for  reimbursing 
individual  physicians  and  is  more  feasible  if  applied  to  a  group  of  physicians  who 
have  a  large  patient  load  over  which  to  spread  the  risk.  Furthermore,  some 
analysts  believe  it  is  important  that  reimbursement  policy  not  compromise  the 
physician's  role  as  patient  advocate.  Reimbursing  both  hospitals  and  physicians 
through  DRGs  might  risk  such  an  outcome  due  to  the  systems'  incentives  to 
reduce  service  provision.  It  is  worth  noting,  as  well,  that  it  would  probably  be 
beyond  the  resources  of  an  individual  state  to  develop  such  a  system  before  the 
basic  technology  is  developed  for  Medicare  or  some  other  larger  payer  (Page 
192). 

•  Selective  contracting  is  an  approach  which  in  effect  requires  physician  groups  to 
bid  against  one  another  to  provide  a  certain  range  of  services.  Although  patient 
freedom  of  choice  would  be  limited  to  those  physicians  who  won  the  contract, 
and  waivers  would  therefore  be  required,  the  limitation  would  usually  not  be  a 
significant  loss  if  the  system  is  used  only  for  specialty  physicians,  since  patients 
seldom  have  real  preferences  about  which  specialist  they  see.  If  the  contract 
were  limited  to  only  one  groups  of  physicians,  it  might  be  possible  to  pay  them 
on  a  capitated  basis,  thereby  solving  both  the  price  and  the  use-rate  problem  at 
the  same  time.  (Page  193) 
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•  Alternative  financing  and  delivery  arrangements,  such  as  those  more  fully 
discussed  in  the  next  chapter,  offer  "large  bundle"  options  which  hold  great 
potential  for  improving  recipient  access  and  quality  of  care.  An  informal  "IPA"- 
type  arrangement  may  be  feasible  using  waivers,  in  markets  where  Medicaid 
patients  account  for  a  large  part  of  total  physician  business.  The  "gatekeeper" 
approach  involves  establishing  primary  care  physicians  as  managers  of  all  patient 
care  to  assure  that  services  are  used  in  the  most  economical  way.  (Page  194). 

The  key  to  using  physician  reimbursement  as  a  way  to  manage  costs  is  to  implement  a 
system  which  provides  incentives  for  physicians  to  alter  their  medical  practice  patterns. 
The  evidence  shows  that  physicians  vary  greatly  in  their  choices  of  resources  to  treat 
patients  with  particular  conditions,  even  when  all  provide  care  of  acceptable  quality.  An 
objective  of  a  physician  reimbursement  system  should  be  to  induce  all  physicians  to 
behave  as  the  most  cost-effective  physicians  do. 

VIII. Alternative  Financing  and  Delivery  Systems:  Managed  Health  Care  (Pages  201  -  245) 

Managed  health  care  systems  attempt  to  remedy  the  cost,  access  and  quality  defects 
of  traditional  fee-for-service  Medicaid  programs  by  enrolling  Medicaid  recipients  with 
health  care  providers  who  accept  responsibility  for  managing  all  needed  care.  The 
systems  are  most  effective  in  controlling  costs  when  the  financial  incentives  faced  by 
providers  are  also  changed  to  reward  them  for  controlling  costs  and  put  them  at  some  risk 
for  excessive  costs. 

States  considering  whether  to  undertake  a  managed  health  care  initiative  must 
understand  clearly  their  current  Medicaid  problems  and  the  goals  they  hope  managed  care 
will  achieve.  In  many  fee-for-service  Medicaid  programs,  lack  of  adequate  access  to 
primary  care  forces  recipients  to  use  costly  hospital  emergency  rooms  and  outpatient 
departments,  which  usually  provide  episodic,  fragmented  care.  Costs  are  high  and  quality 
may  be  poor.  In  most  situations,  access  to  care  is  poor  because  low  fees  and  numerous 
administrative  requirements  lead  physicians  to  limit  their  participation  in  Medicaid.  In 
these  cases,  properly  designed  and  monitored  managed  care  systems,  especially  those  that 
promise  more  income  for  primary  care  physicians,  can  improve  recipient  access  to 
primary  and  urgent  care  and  thus  improve  the  overall  quality  of  care  received  by  Medicaid 
patients.  Whether  significant  savings  can  be  achieved  depends  on  the  precise  nature  of 
the  current  cost  problem  in  the  particular  state  and  on  the  effectiveness  of  any  previous 
cost  management  strategies  the  state  has  implemented  (Page  203). 

In  designing  a  managed  care  system,  states  must  decide: 

•  how  providers  will  be  paid — full  or  partial  capitation  or  fee-for-service; 

•  which  recipient  groups  in  which  geographic  areas  should  be  included  in  the  system;  and 

•  whether  recipient  participation  will  be  voluntary  or  mandatory. 

Because  of  their  inherent  financial  incentives,  prepaid  capitated  systems  are  more 
likely  to  result  in  savings  to  the  state  than  fee-for-service  systems,  but  they  also  entail 
the  risk  of  underservice  or  denial  of  access.  States  using  capitated  approaches  should 
implement  effective  systems  to  monitor  quality  and  access  in  the  prepaid  plans  and 
should,  to  the  extent  possible,  rely  on  mainstream  plans  that  serve  significant  numbers  of 
non-poor  enrollees  in  addition  to  Medicaid  recipients  (Page  210). 
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Regarding  participation,  voluntary  enrollment  in  prepaid  plans  may  be  politically 
more  palatable  but  can  lead  to  financial  losses  for  the  state,  at  least  in  the  short  run,  if 
the  plans  enroll  the  low  users  rather  than  a  representative  sample  of  the  population. 
Requiring  recipients  to  choose  among  several  prepaid  plans,  if  feasible,  is  a  strategy  that 
assures  savings  for  the  state  while  allowing  recipients  to  leave  plans  that  deny  care  or  do 
not  provide  good  service  (page  214). 

Fee-for-service  managed  health  care  systems'  (such  as  the  primary  care  physician 
"gatekeeper"  approach)  so  far  have  produced  limited  savings  but  may  be  of  value  if 
evaluation  shows  that  they  do  in  fact  improve  access,  continuity  and  coordination  of 
care.  Requiring  recipients  to  designate  a  primary  care  provider  also  seems  to  increase 
enrollment  in  prepaid  plans,  even  if  fee-for-service  physicians  are  available  (Page  217). 

Whatever  form  of  managed  health  care  (if  any)  a  state  decides  to  pursue,  the 
following  elements  are  important: 

•  Allow  enough  time  for  development.  Rules,  regulations,  procedures  and  operational 
systems  need  to  be  well  thought  out  and  must  be  in  place  before  operations  begin. 
Short-cuts  can  lead  to  disasters.  Nine  months  to  a  year  is  needed  to  obtain  federal 
waivers. 

•  Discussions  with  recipient  advocacy  groups  are  advisable  early  in  the  development 
process.  If  they  are  not  convinced  the  proposed  approach  has  at  least  the  potential  to 
improve  care  for  recipients,  their  political  opposition  may  be  sufficient  to  derail  the 
project. 

•  Commit  state  resources  to  recipient  education  or  "choice  counselling."  Marketing 
abuses  and  "biased  selection"  are  much  less  likely  if  every  Medicaid  recipient  hears 
an  objective  presentation  about  the  potential  advantages  of  managed  care,  what 
health  care  options  are  available  to  them,  and  how  they  should  go  about  choosing  the 
option  they  prefer. 

•  Establish  a  "hotline"  as  an  easy  way  for  recipients  (and  providers)  to  get  answers  to 
their  questions  or  register  complaints.  Staff  it  adequately. 

•  Do  not  expect  immediate  savings,  especially  in  state  administrative  costs.  Managed 
care  initiatives  take  time  to  become  fully  operational.  They  require  several  new  or 
expanded  state  functions.  In  the  short  run,  pre-existing  administrative  functions  are 
still  needed. 

While  managed  health  care  is  not  a  panacea,  and  while  most  current  initiatives  have 
not  been  operational  long  enough  to  have  yielded  firm  results  in  all  areas  of  interest, 
managed  care  remains  the  most  promising  approach  now  available  to  the  thorny  problem 
of  providing  Medicaid  recipients  better  access  to  good  quality  care  in  an  era  of  severely 
constrained  resources. 
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MEDICAID  ELIGIBILITY  OPTIONS 
By 

Marilyn  Rymer 

I.  OVERVIEW 

Deciding  who  will  be  eligible  is  one  of  the  fundamental  policy  decisions  states  must 
make  about  their  Medicaid  programs.  Although  the  federal  government  sets  certain 
parameters,  states  have  substantial  flexibility  in  establishing  eligibility  policy.  As  a 
result,  enormous  variation  exists  among  the  states  in  their  Medicaid  eligibility  coverage. 

Unfortunately,  the  options  in  state  eligibility  policy  are  often  difficult  to  decipher. 
Part  of  the  problem  is  that  much  of  Medicaid  eligibility  policy  is  decided  for  cash 
assistance  purposes.  Decisions  are  sometimes  made  for  the  Aid  to  Families  with 
Dependent  Children  program  (AFDC),  or  the  Supplemental  Security  Income  program  (SSI) 
and  state  supplementation  (SSI/SSP)  without  full  consideration  of  their  implications  for 
Medicaid.  Yet  AFDC  and  SSI/SSP  eligibility  decisions  directly  accounted  for  77  percent 
of  the  Medicaid  recipient  population  in  1984.  The  vast  majority  of  Medicaid  recipients 
become  eligible  as  a  result  of  their  receipt  of  welfare  benefits  through  AFDC  and  SSI/SSP. 

Eligibility  policy  is  also  a  problem  because  it  is  so  complicated.  Literally  hundreds  of 
decisions  are  required  by  a  state.  Many  policymakers  simply  give  up  trying  to  understand 
how  Medicaid  eligibility  works.  Although  the  complexity  is  real,  there  are  certain 
decisions  which  are  fairly  straightforward. 

This  chapter  focuses  on  the  most  important  eligibility  decisions  states  make  about 
their  Medicaid  programs.  Since  states  are  especially  concerned  at  the  present  about  the 
uninsured  poor  and  uncompensated  care,  emphasis  is  given  to  key  eligibility  policies  which 
may  help  states  ameliorate  these  problems.  Since  long-term  care  accounts  for  such  a 
major  portion  of  Medicaid  expenditures,  attention  is  also  directed  to  eligibility  policies 
related  to  those  who  are  institutionalized. 

To  hold  this  chapter  to  a  reasonable  length  and  to  present  state  eligibility  options  in 
an  understandable  format,  some  requirements  are  simplified  in  this  material.  There  are 
also  numerous  minor  eligibility  options  available  to  states  that  are  not  discussed.  The 
intent  is  to  focus  on  the  most  important  state  eligibility  decisions,  without  slipping  into 
the  detail  that  often  thwarts  an  informed  discussion  of  this  critical  policy  area. 

A.    Background  on  Medicaid  Eligibility 

To  start  with,  it  is  important  to  understand  that  Medicaid  eligibility  policies  have 
not  been  the  cause  of  increasing  Medicaid  costs  in  recent  years.  On  the  contrary,  the 
number  of  Medicaid  recipients  peaked  in  1977  at  23  million,  while  recent  data  show  only 
21.2  million  recipients  for  1984  (Health  Care  Financing  Administration,  1985). 
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At  the  same  time  that  Medicaid  enrollment  has  been  declining,  the  number  of  people 
living  in  poverty  has  been  increasing.  As  shown  in  Exhibit  1,  Medicaid  enrollment  in 
recent  years  has  been  steadily  eroding  relative  to  the  number  of  persons  in  poverty.  Thus, 
in  this  era  of  rising  health  care  costs,  even  fewer  of  our  poor  are  protected  by  Medicaid 
for  their  health  care  needs.  This  trend  has  no  doubt  contributed  to  the  problem  of 
indigent  care. 

There  are  two  major  reasons  why  such  a  large  portion  of  the  poor  are  not  enrolled  in 
state  Medicaid  programs.  First,  federal  law  dictates  that  Medicaid  can  only  be  extended 
to  certain  groups  (or  categories)  of  the  poor,  and  a  significant  portion  of  the  poor  do  not 
fit  into  the  groups  which  are  identified.  Second,  the  financial  criteria  which  are  used  to 
determine  Medicaid  eligibility  in  most  states  are  so  restrictive  that  many  of  the  poor  are 
not  poor  "enough"  to  qualify  for  benefits.  The  sections  which  follow  briefly  review 
Medicaid's  group  and  financial  requirements  to  provide  a  context  for  understanding  why 
Medicaid  coverage  of  the  poor  is  not  as  comprehensive  as  many  expect.* 

1.     Medicaid's  Group  Restrictions 

•  Mandatory  Coverage  Groups 

Many  of  the  poor  can  never  be  eligible  for  Medicaid  because  they  do  not  fit  into  any 
of  the  Medicaid  categorical  groups.  It  is  not  enough  to  be  poor.  By  federal  law,  an 
individual  applying  for  Medicaid  must  fit  into  one  of  the  eligibility  groups  used  for  cash 
assistance  or  one  of  the  special  Medicaid-only  groups.  The  cash  assistance  groups  which 
states  are  required  to  cover  for  Medicaid  include: 

•  Families  with  dependent  children.  Federal  AFDC  statutes  allow  cash  assistance 
to  be  made  available  only  to  poor  families  which  have  one  or  more  "dependent" 
children.  Generally  speaking,  families  with  dependent  children  are  defined  as 
those  with  only  a  single  parent  in  the  home.  States  also  have  the  option  of 
extending  AFDC  to  poor  two-parent  families  in  which  the  principal  wage  earner 
is  unemployed  or  underemployed.  If  cash  assistance  is  given  to  this  group, 
Medicaid  as  well  must  be  provided. 

•  The  Aged,  Blind  and  Disabled.  Federal  SSI  statutes  authorize  cash  assistance  to 
be  paid  to  individuals  who  are  either  aged  (age  65  or  over),  blind  (possessing 
central  visual  acuity  of  20/200  or  less  with  corrective  lenses,  or  having  a  visual 
field  diameter  no  greater  than  20  degrees),  or  disabled  (being  incapable  of  any 
substantial  gainful  activity  due  to  a  physical  or  mental  impairment  which  will 
result  in  death,  or  incapacitate  an  individual  for  at  least  a  year). 

As  shown  in  Exhibit  2,  states  are  generally  required  to  cover  cash  assistance 
recipients  who  fall  into  these  groups  under  their  Medicaid  programs.  They  are  also 
required  to  cover  other  groups  for  Medicaid,  but  most  of  these  involve  aged,  blind  and 
disabled  persons  or  families  with  dependent  children  who  used  to  be  eligible  for  cash 
assistance  or  are  deemed  to  be  eligible  for  various  reasons.  However,  there  are  two 
groups  which  are  exceptions. 


*Two  sources  were  generally  used  for  this  review  of  Medicaid  eligibility  requirements: 
The  Medicare  and  Medicaid  Guide  (Commerce  Clearing  House,  Inc.,  1986)  and  Medicaid 
Eligibility:  A  Descriptive  Report  of  OBRA,  TEFRA  and  DEFRA  Provisions  and  State 
Responses  (Hill,  1984). 
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Figure  1 

Number  of  Medicaid  recipients  and 
number  of  persons  below  poverty  level: 
United  States,  1972-84 
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•  All  Financially  Eligible  Pregnant  Women.  With  the  recently  passed  Consolidated 
Omnibus  Budget  Reconciliation  Act  of  1985  (COBRA),  states  are  now  required  to 
extend  Medicaid  to  all  financially  eligible  pregnant  women  regardless  of  family 
structure  considerations  (Group  3  in  Exhibit  2).  This  group  includes  women  who 
do  not  qualify  for  AFDC,  including  those  in  two-parent  families. 

•  All  Financially  Eligible  Children  Under  5  Years  of  Age.  A  second  group  which 
states  are  required  to  cover  are  low-income  children  born  after  September  30, 
1983  who  do  not  meet  the  AFDC  "dependent"  children  requirements  ("Ribicoff 
Children")  (Group  4  in  Exhibit  2). 


Exhibit  2 


Mandatory  Coverage  Groups  for  State  Medicaid  Programs 

1.  AFDC  Recipients  (including  AFDC-U  recipients  if  state  covers  them  for  cash 
assistance). 

2.  The  Aged,  Blind  or  Disabled  under  SSI  or  under  More  Restrictive  Standards. 

3.  All  Financially  Eligible  Pregnant  Women. 

4.  "Ribicoff  Children"  Born  After  September  30,  1983. 

5.  Deemed  Recipients  of  AFDC. 

6.  Families  that  Lost  AFDC  Because  of  Employment. 

7.  Individuals  Ineligible  for  AFDC  Because  of  Requirements  Inapplicable  under  Medicaid. 

8.  Individuals  Eligible  for  AFDC  Except  for  the  Social  Security  Increases  in  1972. 

9.  Newborn  Children  of  Medicaid-Eligible  Women. 

10.  Children  for  Whom  Adoption  Assistance  or  Foster  Care  Maintenance  Payments  are 
made  under  Title  IV-E. 

11.  Individuals   Ineligible   for  SSI/SSP   Because   of   Requirements   Inapplicable  under 
Medicaid. 

12.  Individuals  Receiving  Mandatory  State  Supplements. 

13.  Spouses  under  1973  Standards. 

14.  Institutionalized  Individuals  under  1983  Standards. 

15.  Blind  or  Disabled  Individuals  under  1983  Standards. 

16.  Individuals  Eligible  for  SSI/SSP  Except  for  the  Social  Security  Increase  in  1972. 

17.  Individuals  Eligible  for  SSI/SSP  Except  for  Social  Security  Increases  after  April  1977. 

Adapted  from  Medicare  and  Medicaid  Guide,  Commerce  Clearing  House,  Inc.  p.  6102-6107. 


•     Optional  Coverage  Groups 

In  addition  to  these  mandatory  coverage  groups,  states  have  the  option  to  extend 
Medicaid  (but  not  cash  assistance)  to  certain  additional  groups,  as  shown  in  Exhibit  3. 
Generally  speaking,  the  persons  in  these  groups  can  qualify  for  Medicaid,  providing  they 
meet  the  financial  criteria  used  for  the  applicable  cash  assistance  programs.  Optional 
groups  mentioned  briefly  here  will  be  discussed  in  greater  detail  in  subsequent  sections  of 
this  chapter. 
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Exhibit  3 

Optional  Coverage  Groups  for  State  Medicaid  Programs 


1.  The  Medically  Needy. 

2.  "Ribicoff  Children"  —  Individuals  Who  Cannot  Qualify  for  AFDC  Because  They  Are 
Not  "Dependent  Children". 

3.  Individuals  Who  Could  Qualify  for  AFDC  if  AFDC  Were  as  Broad  as  Federally 
Allowed  (Includes  Medicaid  only  for  AFDC-U  families). 

4.  Institutionalized  Individuals  Under  a  Special-Income  Eligibility  Level. 

5.  Individuals  Eligible  for  Cash  Assistance  but  Not  Receiving  It. 

6.  Individuals  Eligible  for  Cash  Assistance  Except  for  Institutional  Status. 

7.  Individuals  Enrolled  in  HMOs  but  Losing  Eligibility. 

8.  Individuals  Receiving  Home  and  Community-Based  Services. 

9.  Individuals  Eligible  for  Assistance  Under  AFDC  if  Child  Care  Costs  Were  Paid  from 
Earnings. 

10.  Individuals  Who  Receive  Only  Optional  State  Supplements. 

11.  Non-institutionalized  Disabled  Children. 

Adapted  from  Medicare  and  Medicaid  Guide,  Commerce  Clearing  House,  Inc.,  p. 
6121-6126. 

Ribicoff  Children.  One  of  the  important  optional  groups  states  can  cover  under 
Medicaid  are  children  in  poor  two-parent  families.  This  option,  referred  to  as  the 
"Ribicoff  children"  option,*  can  make  a  big  difference  in  the  extent  to  which  a  state  could 
potentially  cover  its  poverty  population,  since  40  percent  of  the  poor  are  children. 

Families  with  Unemployed  Parents.  Another  important  group  which  states  have  the 
option  of  covering  for  Medicaid-only  are  families  with  an  unemployed  parent. 

Medically  Needy.  Probably  the  most  important  option  states  have  with  regard  to 
coverage  groups  involves  the  "medically  needy".  The  medically  needy  are  persons  whose 
total  income  and/or  resources  are  too  high  to  allow  them  to  qualify  for  cash  assistance, 
but  whose  medical  bills  reduce  their  remaining  finances  to  cash  assistance-related  levels. 
These  persons  have  to  fit  into  one  of  the  groups  already  mentioned  (i.e.  the  aged,  blind, 
disabled,  families  with  dependent  children,  pregnant  women  in  two-parent  families, 
Ribicoff  children,  etc.),  but  they  do  not,  by  definition,  have  to  be  receiving  cash 
assistance  to  become  eligible  for  Medicaid. 

In  spite  of  the  numerous  options  available  to  states,  many  of  the  uninsured  poor  do 
not  fit  into  any  of  the  acceptable  groups.  A  person  with  a  short-term  or  partially 
disabling  condition  will  not  meet  the  requirements  of  disability  for  Medicaid.  Of  great 
significance,  working  poor  families  with  both  parents  present  in  the  home  do  not  meet  the 
group  requirements  of  AFDC.  At  state  option  the  children,  but  not  the  parents,  in  these 
families  qualify  for  Medicaid.  Although  the  number  of  female-headed  single  parent 
families  has  been  increasing,  an  equally  significant  portion  of  the  poor  continue  to  be  in 
male-headed  two-parent  families.  Generally,  these  two-parent  families  are  not  regarded 
as  having  "dependent"  children  according  to  AFDC  cash  assistance  rules.  Additionally, 
healthy  single  working-age  adults  without  children  can  never  receive  Medicaid  coverage. 


♦Senator  Abraham  Ribicoff  sponsored  the  federal  legislation  establishing  such  children  as 
an  optional  Medicaid  group. 
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To  summarize,  it  is  important  to  emphasize  here  that  there  are  many  poor  who 
cannot  be  covered  under  a  federal/State  Medicaid  program  because  of  its  categorical 
group  requirements.  Some  groups  among  the  poor  are  only  covered  at  the  option  of  State 
Medicaid  programs,  and  many  states  have  not  elected  to  extend  Medicaid  to  as  many  of 
the  poor  as  they  could. 

2.     Medicaid's  Financial  Criteria 

States  could  also  cover  more  of  the  poor  if  they  updated  the  financial  criteria  they 
use  to  determine  Medicaid  eligibility.  Even  if  all  the  poor,  as  defined  by  the  federal 
poverty  index,  met  the  group  requirements  of  Medicaid,  they  would  not  necessarily  be 
eligible  for  Medicaid.  That  is  because  each  state  defines  what  it  considers  to  be  poor  for 
AFDC,  SSI  and  Medicaid  eligibility  purposes,  and  the  financial  criteria  states  use  are 
generally  much  lower  than  those  used  officially  to  measure  poverty.  Even  more 
significant,  these  financial  criteria  have  become  more  restrictive  in  recent  years.  The 
income  tests  used  to  determine  eligibility  have  lagged  behind  increases  in  the  cost  of 
living.  This  is  particularly  true  for  the  income  levels  used  to  determine  AFDC  eligibility. 
Since  1970,  real  benefit  levels  for  AFDC  have  declined  by  approximately  33  percent  on 
average.  Only  three  states  (California,  Maine  and  Wisconsin)  use  AFDC  payment  levels 
which  have  increased  in  real  terms  since  1970  (Congressional  Budget  Office,  1985).  The 
income  levels  used  for  the  aged,  the  blind  and  the  disabled  under  SSI/SSP  have  fared 
better,  even  though  they  are  still  less  in  most  states  than  the  official  poverty  level.  As  a 
result  of  these  state  decisions  to  hold  down  the  income  levels  used  for  AFDC  and  SSI/SSP, 
many  of  the  poor  who  meet  the  categorical  requirements  for  Medicaid  are  not  eligible 
because  they  simply  are  not  poor  "enough". 


II.    KEY  STATE  OPTIONS  FOR  MEDICAID 

States  should  periodically  review  their  key  options  for  Medicaid  eligibility.  Every 
state  has  a  significant  number  of  poor  who  are  uninsured  for  health  coverage  and  yet  are 
not  eligible  for  Medicaid.  Many  of  these  poor  are  not  eligible  for  Medicaid  because  of  the 
federal  group  restrictions  just  cited.  For  example,  an  estimated  65  percent  of  the 
uninsured  are  in  two-parent  working  families  (American  Hospital  Association,  1985). 
However,  in  every  state,  at  least  a  portion  of  the  uninsured  poor  could  be  included  under 
Medicaid  given  state  eligibility  options  in  coverage  groups  and  financial  criteria. 

States  wishing  to  address  the  growing  burdens  of  uncompensated  care  and  inadequate 
access  for  the  uninsured  poor  need  to  analyze  who  makes  up  this  group,  and  then  review 
whether  it  would  be  cost-effective  to  broaden  their  eligibility  requirements  to  make  at 
least  some  of  these  uninsured  qualify  for  the  joint  federal  and  state  funded  Medicaid 
program.  A  number  of  states  have  found  that  broadening  their  Medicaid  eligibility 
requirements  was  a  particularly  cost-effective  method  of  expanding  coverage  for  the 
medically  indigent  (Luehrs  et.  al.,  1985). 

In  reviewing  their  policies,  states  should  focus  on  the  key  options  which  shape 
eligibility  coverage.  Among  the  hundreds  of  Medicaid-related  eligibility  decisions  States 
have  to  make,  three  policy  areas  are  especially  important: 

9  Group  Coverage:  First,  states  should  carefully  review  their  decisions  on  whether  to 
cover  various  optional  groups  for  Medicaid,  including  the  medically  needy, 
two-parent  families  with  unemployed  parents,  children  in  low-income  families  not 
meeting  the  AFDC  dependency  requirements  (Ribicoff  children),  and  subgroups  of 
aged,  blind,  and  disabled  SSI  recipients. 
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•  Financial  Criteria:  The  second  critical  policy  area  to  review  involves  the  financial 
criteria  used  for  determining  eligibility.  Of  particular  importance  are  the  payment 
levels  used  for  AFDC  and  SSI/SSP.  This  is  an  area  of  enormous  flexibility.  Minimum 
SSI  payment  levels  are  federally-determined,  but  states  are  free  to  supplement 
them.  States  can  set  AFDC  payment  levels  wherever  they  wish.  There  is  little 
flexibility  with  the  income  levels  used  for  the  medically  needy  since  these  levels  are 
tied  by  federal  regulation  to  where  states  set  their  AFDC  levels. 

•  The  Institutionalized:  The  third  critical  policy  area  involves  the  institutionalized  in 
nursing  homes  —  by  far  the  most  expensive  group  for  Medicaid.  In  1984,  over  44 
percent  of  Medicaid  expenses  went  for  nursing  home  services  although  nursing  home 
residents  composed  only  7  percent  of  the  recipient  population  (Health  Care  Financing 
Administration,  1985).  Given  the  extraordinary  expense  involved,  states  should 
carefully  review  all  eligibility  options  that  relate  to  the  institutionalized.  These 
options  include  prohibiting  the  transfer  of  assets  by  an  individual  in  order  to  become 
eligible  for  Medicaid,  restricting  home  ownership,  and  requiring  financial 
contributions  from  spouses  and  parents. 

In  the  sections  which  follow,  the  key  options  in  each  of  these  eligibility  policy  areas 
are  discussed  in  greater  detail. 

A.    Extending  Medicaid  Coverage  to  Additional  Groups 
1.    The  Medically  Needy 

Probably  the  most  important  eligibility  decision  a  state  makes  for  Medicaid  is 
whether  or  not  to  cover  the  "medically  needy".  Instituting  a  medically  needy  program 
implies  a  considerable  commitment  for  a  state  because  it  essentially  removes  the  income 
eligibility  ceiling  for  Medicaid  for  those  with  heavy  medical  expenses  and  thus 
substantially  increases  the  population  of  potential  eligibles.  This  happens  because 
medically  needy  programs  must  deduct  applicants'  medical  expenses  (not  already  covered 
by  a  third  party)  from  income  in  determining  financial  eligibility.  This  process  is  the  so 
called  "spend-down"  provision.  As  a  result  of  spend-down,  persons  from  any  income  level 
can  qualify  for  Medicaid  if  their  medical  bills  are  large  enough  and  they  fit  into  one  of  the 
eligibility  categories.  In  this  sense,  a  medically  needy  program  can  be  viewed  as  offering 
catastrophic  protection  against  health  care  costs  because  it  does  not  have  any  upper 
income  restrictions.  However,  unlike  other  catastrophic  insurance,  a  person  must  deplete 
both  net  income  and  resources  to  welfare  levels  in  order  to  receive  benefits. 

Prior  to  the  passage  of  the  Omnibus  Budget  Reconciliation  Act  (OBRA)  in  1981, 
states  were  required  to  cover  in  their  medically  needy  programs  all  the  groups  which  they 
covered  for  cash  assistance,  i.e.  the  aged,  the  blind,  the  disabled  and  AFDC  children  and 
adults.  With  OBRA,  however,  states  were  given  the  option  of  having  "targeted"  medically 
needy  programs.  States  can  now  focus  medically  needy  coverage  on  selected  groups  (or 
categories).  Further,  a  state  can  vary  the  scope  of  services  offered  to  different  medically 
needy  groups,  whereas  before  it  had  to  offer  the  same  package  to  all  medically  needy 
groups.  The  only  major  restrictions  are  that  states  which  opt  for  a  targeted  medically 
needy  program  must  include  ambulatory  services  for  children  and  prenatal  and  delivery 
services  to  pregnant  women.  This  targeted  medically  needy  provision  has  expanded 
enormously  state  flexibility  for  Medicaid  eligibility.  Previously,  a  state  had  to  be  "all  or 
nothing"  with  regard  to  medically  needy  coverage.  Many  states  without  medically  needy 
programs  were  reluctant  to  make  such  a  comprehensive  expansion  to  their  eligibility 
provisions. 


Although  the  OBRA  legislation  to  allow  states  to  have  targeted  medically  needy 
programs  may  have  been  intended  to  permit  states  to  cut  back  their  programs,  the 
response  has  been  just  the  opposite.  For  several  years  prior  to  OBRA,  the  number  of 
states  with  medically  needy  programs  had  been  fairly  constant  at  about  30.  However, 
since  OBRA,  at  least  eight  states  (Florida,  Georgia,  Iowa,  Mississippi,  South  Carolina, 
Oregon,  Texas  and  New  Jersey)  have  used  the  OBRA  provision  to  expand  or  plan  expansion 
of  their  Medicaid  eligibility  to  include  some  groups  as  medically  needy.  Generally,  states 
have  used  this  new  flexibility  to  extend  medically  needy  coverage  to  children  and 
pregnant  women,  the  two  groups  that  have  to  be  covered  for  a  targeted  medically  needy 
program. 

Georgia's  targeted  medically  needy  program  includes  ambulatory  and  hospital 
services  to  all  low-income  children  under  age  18  and  pregnant  women.  South  Carolina  and 
Iowa  extended  a  full  range  of  Medicaid  services  to  all  low-income  children  and  pregnant 
women  for  their  limited  medically  needy  programs.  Florida's  program  will  include  all  the 
services  offered  to  the  categorically  needy  except  for  institutional  care,  and  it  will 
include  all  the  groups  covered  for  cash  assistance  and  Ribicoff  children  under  age  18  and 
low-income  pregnant  women  as  well.  Mississippi's  program  would  have  provided  a  more 
minimal  scope  of  coverage  —  prenatal  care  and  delivery  services  to  pregnant  women  and 
ambulatory  services  to  children.  At  this  time,  however,  the  state  legislature  has  yet  to 
appropriate  any  funds  to  finance  this  expansion  (IHPP,  1985). 

Of  the  thirty  states  with  medically  needy  programs  in  place  in  1981,  one  has  used  the 
targeted  medically  needy  option  to  significantly  reduce  its  eligibility  provisions. 
Tennessee,  in  1982,  moved  to  limit  its  medically  needy  program  to  only  AFDC-related 
children  and  adults,  dropping  coverage  of  the  previously  eligible  aged,  blind  and  disabled. 
Thus,  it  appears  that  states  are  reluctant  to  cut  back  on  Medicaid  eligibility  to  groups 
once  coverage  has  been  extended. 

Adding  a  medically  needy  program  is  not  as  expensive  as  it  might  appear.  Program 
data  suggest  that  adding  a  full  medically  needy  program  expands  a  state's  recipient 
population  by  about  6  percent,  and  that  medically  needy  recipients  cost  about  1.75  times 
as  much  as  cash  assistance  recipients,  if  only  the  non-institutionalized  population  are 
considered  (Rymer  et  al,  1984).  Program  data  also  show  that  the  SSI-related  groups  cost 
considerably  more  to  a  medically  needy  program  than  AFDC-related  groups.  Exhibit  4 
shows  the  average  annual  per  capita  expenditure  for  each  group  for  cash  assistance  and 
medically  needy  recipients,  excluding  institutionalized  recipients  and  expenditures.  These 
data  suggest  why  some  states  are  reluctant  to  extend  medically  needy  coverage  to  the 
aged,  blind  and  disabled.  Because  the  health  care  utilization  of  these  groups  is  so  high, 
they  cost  considerably  more  for  a  State  to  cover  under  Medicaid.  This  high  cost  occurs 
even  though  a  substantial  portion  of  their  acute  health  care  costs  are  covered  by  Medicare. 

The  targeted  medically  needy  programs  to  which  States  have  been  moving  are  not 
expected  to  result  in  large  increases  in  expenditures.  Children  are  by  far  the  least 
expensive  group  in  the  Medicaid  program.  The  expenditure  data  in  Exhibit  4  show  that 
AFDC-related  medically  needy  children  averaged  $554  per  child  in  1984,  compared  to 
$413  per  capita  for  AFDC  cash  assistance  children.  State  estimates  of  the  cost  of 
extending  medically  needy  coverage  to  pregnant  women  range  from  $1000  to  $2381  per 
recipient  (Fox,  1985). 

The  most  difficult  aspect  of  calculating  how  much  it  will  cost  to  add  a  targeted 
medically  needy  program  is  figuring  out  how  many  children  or  pregnant  mothers  will 
enroll  in  the  program,  or    the   "participation   rate"  among   the   eligible  population. 
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Historically,  program  data  suggest  that  only  a  small  portion  of  the  potentially  eligible 
population  will  actually  become  enrolled. 


Exhibit  4 


1984  Medicaid  Costs  Per  Recipient 
Excluding  Institutional  Care 

Cost  Per  Recipient 

Average  Total  $  973 
Categorically  Needy,  Receiving 

Cash  Assistance,  Total  $  826 
Aged  1,138 
Blind  1,393 

Disabled  2,071 
AFDC  Child  413 
AFDC  Adult  876 


Categorically  Needy,  Not  Receiving 

Cash  Assistance,  Total  $1,088 

Aged  3,938 

Blind  1,322 

Disabled  3,139 

AFDC  Child  327 

AFDC  Adult  512 

Other  633 


Medically  Needy  Total  $1,561 

Aged  4,051 

Blind  3,200 

Disabled  4,379 

AFDC  Child  554 

AFDC  Adult  864 

Other  688 


Source:  Health  Care  Financing  Administration,  Office  of  the  Actuary,  2082  data, 
adjusted,  1985. 

Several  hypotheses  are  offered  for  why  this  occurs.  First,  there  seems  to  be  a 
substantial  problem  with  information  dissemination.  Educating  the  public  and  providers 
about  how  a  medically  needy  program  works  is  not  easy.  The  spend-down  aspect  of  the 
program  is  particularly  confusing.  For  example,  many  applicants  mistakenly  conclude 
that  they  have  to  have  paid  their  spend-down  liabilities,  instead  of  just  "incurring"  the 
costs,  in  order  to  satisfy  the  spend-down  requirements.  Second,  families  may  not  be  as 
willing  to  go  through  the  application  process  unless  there  is  a  major  medical  need.  Third, 
the  amount  of  income  families  are  allowed  to  retain  in  order  to  become  eligible  is  so  low 
that  many  decide  it  is  not  possible  or  worth  it. 
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Another  ironic  and  unfortunate  situation  relating  to  spend-down  affects  not  only 
program  participation,  but  also  limits  the  potential  effectiveness  of  this  option.  Many 
pregnant  women  possess  incomes  above  medically  needy  income  levels  and  thus  must  incur 
significant  medical  expenses  before  they  can  qualify  for  coverage.  This  often  delays 
eligibility  to  the  time  of  delivery,  thereby  substantially  constraining  a  state's  ability  to 
use  the  medically  needy  option  to  extend  cost  effective  prenatal  care  that  helps  prevent 
premature  births  and  developmentally  disabled  babies. 

Almost  every  state  which  has  moved  to  add  a  medically  needy  program  has 
overestimated  program  participation  rates,  and  as  a  result,  expenditures.  For  example, 
Iowa's  actual  costs  will  be  less  than  one  fifth  of  estimates  for  the  first  year.  Similar 
overestimates  have  been  experienced  by  Texas  and  Georgia  (National  Governors' 
Association,  1986).  It  is  understandable  why  states  err  in  overestimating  expenditures, 
rather  than  underestimating  them.  However,  States  should  be  careful  not  to  decide 
against  a  medically  needy  program  without  a  very  thorough  analysis  of  expected  costs. 
Especially  if  substantial  state  and  local  monies  are  going  to  health  care  for  the  indigent, 
the  addition  of  a  targeted  medically  needy  program  may  be  cost-effective. 

2.     Families  with  Unemployed  Parents — AFDC-U 

A  second  important  option  available  to  states  is  extending  Medicaid  to  two-parent 
families  with  an  unemployed  or  underemployed  parent.  As  mentioned  earlier,  states  can 
provide  AFDC,  and  with  it  Medicaid,  to  two-parent  families  in  which  the  principal  wage 
earner  is  unemployed  or  underemployed.  This  group  is  usually  referred  to  as  the  AFDC-U 
program.  In  1984,  24  states  extended  AFDC  cash  assistance  and  Medicaid  to  AFDC-U 
recipients. 

If  a  state  believes  it  cannot  afford  to  extend  cash  assistance  to  this  group,  it  can 
provide  only  Medicaid  instead.  In  1984,  two  states  used  this  option.  More  recently,  Iowa 
and  Florida  have  also  decided  to  add  the  AFDC-U  group  for  Medicaid-only  coverage. 

AFDC  program  data  for  March,  1984  indicate  that  AFDC-U  recipients  were  about  14 
percent  of  the  overall  AFDC  population  for  the  average  AFDC-U  state.  The  range  in 
state  experience  was  substantial,  however.  In  West  Virginia,  AFDC-U  recipients  were  39 
percent  of  the  AFDC  caseload,  compared  to  the  District  of  Columbia,  where  they  were 
only  1  percent  of  the  AFDC  population  (Social  Security  Administration,  1985). 

Federal  Medicaid  data  combine  AFDC-U  and  regular  AFDC  recipients  for  reporting 
purposes,  making  it  impossible  to  analyze  whether  the  expenses  of  AFDC-U  recipients  are 
different  from  those  of  the  regular  AFDC  population.  Data  from  individual  states  provide 
conflicting  information.  Wisconsin  reported  in  1984  that  the  average  monthly  Medicaid 
cost  of  an  AFDC-U  recipient  was  $51,  compared  to  $58  for  a  regular  AFDC  recipient. 
Missouri,  however,  has  found  that  AFDC-U  adults,  in  particular,  have  higher  monthly 
costs. 

It  should  be  noted  that  there  has  been  considerable  debate  at  the  federal  level  about 
mandating  that  states  extend  Medicaid  coverage  to  the  AFDC-U  group.  In  fact  the 
Deficit  Reduction  Act  of  1984  (DEFRA)  required  that  all  states  extend  Medicaid  coverage 
to  AFDC-U  families  in  which  there  is  a  pregnant  woman.  Thus,  every  state  now  has  at 
least  a  partial  AFDC-U  program  which  covers  pregnant  women.  Given  public  concern 
about    the    importance    and    cost-effectiveness    of    adequate    prenatal    care,    it  is 
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understandable  why  this  coverage  was  extended.  Although  it  has  been  proposed  to 
mandate  state  Medicaid  programs  to  cover  the  entire  AFDC-U  group,  this  coverage 
remains  a  state  option. 

3.     Ribicoff  Children 

A  large  portion  of  the  poverty  population  not  currently  covered  by  Medicaid  are 
children  in  two-parent  families.  In  recognition  of  the  importance  of  extending  coverage 
to  all  low-income  children,  federal  DEFRA  legislation  in  1984  mandated  that  states  begin 
to  extend  Medicaid  to  all  low-income  children  born  after  September  30,  1983,  up  to  age  5 
in  two-parent  families.  In  effect,  this  legislation  began  a  gradual  phase-in  of  Ribicoff 
children  up  to  5  years  of  age  for  all  states.  To  become  eligible  for  Medicaid,  the  families 
of  these  children  have  to  meet  the  same  financial  requirements  as  is  required  for  AFDC 
cash  assistance  or,  in  states  with  medically  needy  programs,  the  financial  requirements 
used  for  medically  needy  eligibility  determination. 

However,  the  coverage  of  older  children  in  these  families  is  only  at  state  option. 
States  have  three  major  choices  with  the  coverage  of  older  non-AFDC  children: 

•  First,  they  can  extend  Medicaid  coverage  to  all  low-income  children  up  to  age  21 
(or  20,  19,  or  18  years).  States  electing  this  option  are  considered  to  have  full 
Ribicoff  children  coverage.  With  full  Ribicoff  coverage,  any  low-income  child  in 
a  state  is  potentially  eligible  for  Medicaid,  providing  the  family  can  meet  the 
financial  requirements  associated  with  either  the  AFDC  or  medically  needy 
program. 

•  Second,  as  a  result  of  the  recently  passed  COBRA  amendments,  states  can  elect 
to  extend  Medicaid  immediately  to  non-AFDC  children  up  to  age  5.  In  effect, 
this  is  a  partial  Ribicoff  children  program,  for  previously,  states  were  not 
allowed  to  use  an  age  limit  lower  than  18  years  for  defining  an  optional  coverage 
group  of  non-AFDC  children.  No  doubt  this  new  limit  was  chosen  to  enable 
states  to  move  more  quickly  to  cover  young  non-AFDC  low-income  children. 
The  mandatory  phase-in  required  under  the  DEFRA  legislation  would  not  be  fully 
operative  until  1988,  while  this  new  option  allows  states  to  implement  Ribicoff 
coverage  for  younger  children  immediately. 

•  As  a  final  option,  states  can  include  only  certain  "reasonable"  classifications  of 
non-AFDC  children  in  their  Medicaid  plans.  Typically,  states  use  this  option  to 
extend  Medicaid  to  non-AFDC  foster  children,  children  in  subsidized  adoptions 
and  children  in  institutions.  States  which  elect  this  option  thus  offer  Medicaid  to 
only  very  restricted  groups  of  non-AFDC  low-income  children. 

A  recent  survey  conducted  by  the  Children's  Defense  Fund  indicates  that,  in  1985,  30 
states  covered  all  Ribicoff  children  (Hughes  et.  al.,  1986).  Program  data  show  that  states 
covering  all  Ribicoff  children  add  about  2  percent  on  average  to  the  size  of  their  recipient 
populations  and  about  1  percent  to  program  expenditures.  This  assumes  that  such  children 
receive  a  full  range  of  Medicaid  services,  including  institutional  care.  Per  capita  costs 
for  Ribicoff  children  are  about  1-1/2  to  2  times  greater  than  for  AFDC  children  (Rymer 
et  al,  1984).  This  higher  per  capita  cost  probably  results  because  families  may  not  be 
willing  to  go  through  the  effort  of  applying  for  Medicaid-only  eligibility,  unless  they  have 
a  seriously  ill  child.  Families  may  also  be  unaware  of  the  potential  coverage. 
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As  with  the  medically  needy,  states  have  tended  to  overestimate  the  cost  of  adding 
full  Ribicoff  children  coverage  to  their  Medicaid  programs.  Participation  rates  for  this 
group  are  very  low,  so  a  state  should  not  expect  that  very  many  potentially  eligible 
children  will  become  Medicaid  recipients.  Previous  research  has  suggested  that  less  than 
5  percent  of  those  eligible  will  actually  enroll  in  Medicaid  (Rymer  et  al,  1978).  It  is  not 
clear  why  participation  has  been  so  low;  perhaps  the  eligibility  provisions  are  not 
generally  well  known  or  understood. 

Similarly,  it  is  expected  that  the  gradual  phase-in  of  Ribicoff  children  up  to  age  5  as 
required  by  the  DEFRA  legislation  will  not  result  in  substantial  additional  costs  to  states. 
Complete  date  are  not  yet  available  for  analysis,  but  participation  rates  will  probably  be 
quite  low.  Preliminary  data  submitted  to  the  National  Governors'  Association  by 
individual  states  suggests  that  this  is  true.  On  the  other  hand,  per  capita  costs  will 
probably  be  higher  than  the  costs  of  AFDC  children.  One  would  expect  the  few  children 
who  enroll  to  have  greater  health  care  needs,  as  has  been  the  experience  of  states  with 
full  Ribicoff  coverage. 

States  should  recall  that  children  are,  by  far,  the  least  expensive  group  in  the 
Medicaid  program.  AFDC  children  and  other  Medicaid  children  (including  Ribicoff  types) 
only  accounted  for  about  14  percent  of  total  Medicaid  costs  in  1984,  even  though  they 
made  up  for  just  over  half  of  the  overall  recipient  population  (Health  Care  Financing 
Administration,  1985). 

4.    Pregnant  Women 

Public  awareness  about  the  problems  associated  with  inadequate  prenatal  care  among 
the  poor,  including  high  rates  of  low  birth  weight  babies  and  infant  mortality  is  growing. 
It  is  generally  accepted  that  good  prenatal  care  is  cost-effective,  since  it  prevents  the 
occurrence  of  low  birth  weight  babies  who  require  expensive  treatment  in  the  first  few 
months  of  life  and  often  have  medical  problems  which  persist  for  some  time. 
Accordingly,  state  Medicaid  programs  need  to  give  careful  thought  to  the  options  they 
possess  to  extend  eligibility  to  pregnant  women. 

With  the  recent  passage  of  the  COBRA  amendments,  all  states  as  of  July,  1986,  are 
required  to  extend  pregnancy-related  services  to  all  low-income  pregnant  women, 
regardless  of  whether  or  not  their  families  meet  the  AFDC  group  requirements. 
Medicaid  coverage  can  begin  as  soon  as  the  pregnancy  is  medically  verified,  and  it  must 
continue  for  60  days  following  delivery  to  insure  that  adequate  postnatal  care  is  received. 
Covered  services  must  include  prenatal,  delivery  and  postpartum  care.  In  states  without  a 
medically  needy  program,  the  financial  requirements  of  the  AFDC  program  are  used  to 
determine  eligibility.  For  states  with  medically  needy  coverage,  the  medically  needy 
financial  criteria  apply. 

In  two-parent  families,  the  father  does  not  become  eligible  for  Medicaid,  and  the 
mother's  eligibility  terminates  60  days  after  delivery.  A  newborn  would  be  eligible  up  to 
age  5  under  the  mandatory  DEFRA  coverage  for  Ribicoff  children.  Whether  or  not  older 
children  in  the  home  become  eligible  for  Medicaid  depends  on  whether  a  state  covers  all 
Ribicoff  children  or  not. 

This  is  an  important  new  group  for  states,  since  it  significantly  expands  Medicaid 
coverage  of  low-income  pregnant  women.  Previously,  states  were  only  required  to  extend 
Medicaid  (but  not  cash  assistance)  to  two  groups  of  non-AFDC  pregnant  women  —  1) 
those  women  who  would  meet  the  AFDC  group  requirements  once  their  child  was  born, 
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and  2)  pregnant  women  in  AFDC-U  type  families.  Only  as  an  option  could  states  extend 
Medicaid  to  low-income  pregnant  women  in  all  two-parent  families.  According  to  a 
survey  by  the  Children's  Defense  Fund,  approximately  33  states  in  1985,  offered  this  full 
scope  of  Medicaid  coverage  to  pregnant  women. 

Now  states  face  two  major  options  with  regard  to  their  coverage  of  pregnant  women: 

•  First,  the  availability  of  Medicaid  to  pregnant  women  is  greatly  influenced  by 
whether  or  not  a  state  has  a  medically  needy  program.  Without  a  medically 
needy  program,  a  low-income  pregnant  woman  whose  income  exceeds  the  AFDC 
income  level  will  not  be  eligible  for  Medicaid,  no  matter  how  great  her  medical 
expenses.  Since  AFDC  income  levels  are  so  low,  this  requirement  can  exclude  a 
significant  number  of  low-income  pregnant  women  from  coverage.  As 
mentioned  earlier,  states  must  include  pregnant  women  if  they  opt  to  include  the 
medically  needy  in  their  Medicaid  program.  At  present,  approximately  10  to  12 
states  do  not  offer  any  medically  needy  coverage  in  their  Medicaid  plans.  It  is 
important  for  these  states  to  consider  such  an  extension  in  order  to  assure  that 
all  low-income  women  have  access  through  Medicaid  to  adequate  prenatal, 
delivery  and  postnatal  services. 

•  Second,  states  were  also  given  the  option  under  COBRA  to  offer  more  extensive 
services  to  pregnant  women  than  they  offer  to  other  Medicaid  groups. 
Ordinarily,  Medicaid  services  must  be  comparable  for  all  Medicaid  groups. 
However,  this  comparability  requirement  can  be  waived  by  a  state  for  pregnant 
women,  thus  enabling  a  state  to  offer  them  a  fuller  range  of  services  than  are 
available  for  other  coverage  groups. 

It  should  be  mentioned  that  states  which  offer  the  fullest  range  of  coverage  to 
pregnant  women  may  experience  the  low  participation  rates  previously  mentioned  for 
other  non-cash  assistance  groups.  States  which  have  previously  covered  all  low-income 
pregnant  women  (including  the  medically  needy)  report  that  participation  rates  are  lower 
than  expected.  As  with  other  groups,  low-income  pregnant  women  have  trouble  becoming 
eligible  for  Medicaid  because  of  the  financial  requirements.  The  income  levels  states  use 
for  their  AFDC  programs  (and  thus  their  medically  needy  programs)  are  so  low  that  many 
applicants  are  unable  to  satisfy  them  and  continue  to  meet  their  daily  living  expenses. 
(As  mentioned  above,  such  women  residing  in  medically  needy  states  also  often  have 
trouble  receiving  full  prenatal  care  because  they  have  not  yet  incurred  sufficient  debt  to 
spend  down  to  medically  needy  income  levels.) 

As  mentioned  earlier,  state  estimates  of  the  cost  associated  with  the  coverage  of 
pregnant  women  range  from  $1000  to  $2381  per  capita  on  an  annual  basis.  However,  in 
considering  the  cost,  it  should  be  remembered  that  considerable  expense  occurs  with  high 
rates  of  low  birth  weight  babies  and  infant  mortality,  when  good  prenatal  care  is  not 
provided  to  low-income  women.  Inevitably,  states  pay  directly  or  indirectly  for  intensive 
medical  care  for  unhealthy  newborns  whose  mothers  are  uninsured.  This  type  of  care  was 
recently  estimated  to  average  $1000  per  day  (Fox,  1985). 

5.     SSI/SSP  Recipients 

A  final  coverage  group  for  which  states  have  options  related  to  eligibility  are  aged, 
blind  and  disabled  SSI/SSP  recipients.  Aged,  blind  and  disabled  recipients  accounted  for 
less  than  30  percent  of  Medicaid  recipients  in  1984,  but  they  incurred  over  73  percent  of 
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all  Medicaid  costs.  Due  to  their  high  costs,  states  obviously  need  to  be  very  deliberate 
about  the  eligibility  criteria  they  use  for  the  SSI-related  groups.  Since  the  SSI  program 
was  implemented  in  1974,  states  have  been  given  three  options  with  regard  to  their 
Medicaid  coverage  of  SSI/SSP  cash  assistance  recipients.  The  option  selected  by  a  state 
also  affects  the  eligibility  criteria  it  uses  for  non-cash  aged,  blind  and  disabled  Medicaid 
applicants.  The  three  options  include: 

•  Automatic  Eligibility/No  Application.  States  can  elect  to  automatically  cover 
all  SSI/SSP  recipients  for  Medicaid  and  not  require  them  to  make  a  special 
application.  In  1985,  30  states  elected  this  option. 

•  Automatic  Eligibility/Application.  States  can  elect  to  automatically  cover  all 
SSI/SSP  recipients  for  Medicaid,  but  require  them  to  complete  a  separate 
Medicaid  application  before  Medicaid  eligibility  is  granted.  States  generally 
choose  this  option  to  retain  greater  control  over  Medicaid  eligibility 
determination.  The  experience  among  states  choosing  this  option  is  that  not  all 
SSI/SSP  recipients  will  make  a  separate  Medicaid  application.  Thus,  enrollment 
is  somewhat  less  than  it  would  be  if  all  SSI  recipients  were  automatically  sent  a 
Medicaid  card  (as  in  the  first  option).  In  particular,  the  number  of  disabled 
SSI/SSP  recipients  who  will  enroll  for  Medicaid  is  reduced  by  about  30  percent, 
according  to  recent  research.  There  is  not  a  significant  decrease  in  the  number 
of  aged  enrollees,  however  (Rymer  et  al,  1984). 

In  1985,  6  states  (Alaska,  Idaho,  Kansas,  Mississippi,  Nevada  and  Oregon)  elected 
this  option.  It  is  not  clear  that  this  option  necessarily  cuts  Medicaid  costs. 
Administrative  expenses  are  added  by  having  the  separate  application  process  for 
Medicaid,  and  it  does  represent  another  hurdle  for  those  in  need.  In  addition,  one 
would  expect  those  SSI/SSP  recipients  with  significant  medical  needs  to 
complete  the  application  process.  Those  who  do  not  apply  may  be  those  with 
little  need. 

•  Application/More  Restrictive  Criteria  (The  "209(b)"  Option).  As  a  third  option, 
states  can  require  SSI/SSP  recipients  to  make  a  separate  application  for 
Medicaid  and  use  Medicaid  eligibility  criteria  which  are  more  restrictive  than 
the  criteria  used  for  SSI,  providing  that  the  criteria  used  were  part  of  the  state's 
Medicaid  plan  in  January  1972  (when  the  SSI  legislation  was  passed).  This  option 
is  called  the  209(b)  option.  However,  209(b)  states  are  required  to  allow  aged, 
blind  and  disabled  Medicaid  applicants  to  spend-down  to  the  income  levels  which 
are  designated  for  eligibility,  regardless  of  whether  the  state  has  a  medically 
needy  program  or  not.  The  209(b)  option  is  generally  regarded  as  a  way  for 
states  to  restrict  Medicaid  enrollment  among  the  aged,  blind  and  disabled. 

In  1985,  14  states  used  the  209(b)  option.  These  states  included  Connecticut, 
Hawaii,  Illinois,  Indiana,  Minnesota,  Missouri,  Nebraska,  New  Hampshire,  North 
Carolina,  North  Dakota,  Ohio,  Oklahoma,  Utah  and  Virginia.  The  more  limited 
criteria  used  by  these  states  include  imposing  a  more  restrictive  definition  of 
disability  or  blindness  (IN,  NH,  VA),  excluding  disabled  children  (CT,  MN,  MO, 
NH),  setting  lower  resource  limits  (IN,  MO,  ND,  OH,  OK),  using  fewer  disregards 
in  counting  income  (CT,  HI,  IL,  IN,  NE,  NC,  UT)  and  establishing  stricter 
transfer  of  asset  and  relative  responsibility  requirements  (HI,  IN,  MN,  NE,  NH, 
NC,  ND,  OK).   Previous  research  suggests  that  states  choosing  the  209(b)  option 
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are  successful  in  reducing  the  number  of  SSI/SSP  recipients  who  enroll  in 
Medicaid.  However,  there  is  not  evidence  that  Medicaid  expenditures  are 
reduced  proportionately.  The  Medicaid  per  capita  expenditures  for  aged  and 
disabled  cash  assistance  recipients  in  209(b)  states  are  higher  than  in  states 
automatically  extending  Medicaid  eligibility  to  all  SSI/SSP  recipients.  It  appears 
that  aged  and  disabled  SSI/SSP  recipients  with  substantial  medical  needs  are  not 
screened  out  by  using  more  restrictive  eligibility  criteria  or  procedures  (Rymer 
et  al,  1984). 

Over  the  years  since  the  implementation  of  SSI,  states  have  rarely  changed  the  option 
they  use  for  Medicaid  coverage  of  SSI/SSP  recipients.  However,  a  state  should 
periodically  reconsider  whether  or  not  the  option  it  uses  is  appropriate,  given  its 
objectives  for  the  program. 

B.    Raising  Financial  Criteria/Eligibility  Thresholds 
1.     AFDC  Payment  Levels 

Although  the  coverage  of  optional  groups  under  Medicaid  is  important,  probably  the 
major  reason  the  number  of  Medicaid  recipients  has  been  declining  relative  to  the  size  of 
the  poverty  population  is  that  the  financial  criteria  used  for  AFDC  have  not  kept  pace 
with  inflation  over  the  last  ten  years.  Eligibility  for  AFDC  cash  assistance  triggers 
Medicaid  eligibility  for  about  61  percent  of  the  Medicaid  recipient  population.  Exhibit  5 
shows  that,  in  most  states,  AFDC  payment  standards  are  significantly  below  what  they 
were  fifteen  years  ago  if  real  dollar  calculations  are  used  (Congressional  Budget  Office, 
1985). 

States  have  almost  total  discretion  with  regard  to  the  payment  levels  set  for  their 
AFDC  programs.  Clearly,  many  states  have  determined  that  they  cannot  afford  to  adjust 
their  AFDC  payment  standards  to  keep  up  with  inflation.  Because  AFDC  and  Medicaid 
eligibility  are  tied,  these  decisions  have  a  substantial  effect  on  the  Medicaid  program. 
Many  single-parent  families  who  would  have  been  financially  eligible  fifteen  years  ago  do 
not  qualify  for  AFDC  or  Medicaid  today. 

States  need  to  remember  that  in  setting  the  AFDC  benefit  levels,  they  are  not  only 
making  a  decision  for  cash  assistance,  they  are  also  deciding  whether  single-parent 
families  will  receive  medical  care  as  well.  Unless  a  state  has  a  medically  needy  program 
covering  these  families,  a  single-parent  family  generally  has  no  way  of  qualifying  for 
Medicaid  unless  it  also  qualifies  for  AFDC  cash.  It  can  happen  that  a  family  will  have  $1 
too  much  income  to  qualify  for  AFDC  cash  and  therefore  not  be  eligible  for  any  medical 
assistance  whatsoever,  even  though  the  family's  medical  needs  may  be  immense. 

Several  states  have  indicated  they  would  be  willing  to  set  a  much  higher  income  level 
for  Medicaid-only  eligibility  determination  for  AFDC-type  families,  if  federal  regulations 
would  permit.  For  example,  the  National  Governors'  Association,  based  on  a 
recommendation  by  the  Southern  Regional  Task  Force  on  Infant  Mortality,  is  asking 
Congress  to  amend  Medicaid  law  to  permit  states  to  extend  Medicaid  coverage  to 
pregnant  women,  infants,  and  children  with  income  above  the  AFDC  standard  up  to  the 
poverty  level.  The  problem  is  that  often  states  are  reluctant  to  update  their  financial 
criteria  for  AFDC  because  of  the  added  expense  to  their  cash  assistance  programs,  not 
Medicaid. 
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Exhibit  5 

Changes  in  Maximum  AFDC  Benefits  for  a  Four-Person  Family, 
By  State,  1970  to  1985 

Changes 

July  1970  January  1985  (In  percent) 

Benefit  Benefit  Current  Constant 

(In  dollars)        (In  dollars)         Dollars  Dollars 


Al  Jt  Haiti  a 

$  81 

$147 

Rl  I 

.in 

A  1  a  air  ja 

y  J I  J 

$800 

1  1 

Hi  XliUllO 

$167 

$282 

O/A 

Arkansas 

$100 

$191 

912 

-292 

C.aI  i  f  ornl  a 

v»a  j.  -i-  x  <J  m_  ii  a  o 

$221 

$660 

1992 

102 

Colorado 

$235 

$420 

792 

-342 

Pf»nn*»**f  1  rut 

$330 

$636 

932 

-292 

Flo  1  iiufl  rP 

$187 

$336 

802 

-342 

District  of  Columbia 

$238 

$399 

682 

-382 

Florida 

$134 

$284 

1 122 

-222 

Georgia 

$133 

$245 

842 

-322 

Hawaii 

$263 

$546 

1082 

-232 

Idaho 

$242 

$344 

422 

-482 

Illinois 

$282 

$368 

302 

-522 

Indiana 

$150 

$316 

1112 

-222 

Iowa 

$243 

$419 

722 

-36% 

Kansas 

$244 

$422 

732 

-362 

Kentucky 

$187 

$246 

322 

-512 

Louisiana 

$109 

$234 

1152 

-212 

Maine 

$168 

$465 

1772 

22 

Maryland 

$196 

$376 

922 

-29% 

Massachusetts 

$314 

$463 

472 

-462 

Michigan  a/ 

$263 

$512 

952 

-28% 

Minnesota 

$299 

$611 

1042 

-25% 

Mississippi 

$  70 

$120 

712 

-372 

Missouri 

$130 

$308 

1372 

-132 

Montana 

$228 

$425 

862 

-312 

Nebraska 

$200 

$420 

1102 

-222 

Nevada 

$143 

$279 

952 

-28% 

New  Hampshire 

$294 

$429 

462 

-46% 

New  Jersey 

$347 

$443 

282 

-532 

New  Mexico 

$182 

$313 

722 

-372 

New  York  b/ 

$336 

$566 

682 

-382 

North  Carolina 

$158 

$244 

542 

-432 

North  Dakota 

$261 

$454 

742 

-362 

Ohio 

$200 

$360 

802 

-342 

Oklahoma 

$185 

$349 

892 

-302 

Oregon 

$225 

$468 

1082 

-232 

Pennsylvania 

$313 

$444 

422 

-482 

Rhode  Island 

$263 

$547  c/ 

1082 

-232 

South  Carolina 

$103 

$229 

1222 

-182 

South  Dakota 

$300 

$371 

242 

-54% 

Tennessee 

$129 

$168 

302 

-522 

Texas 

$179 

$201 

122 

-59% 

Utah 

$212 

$425 

1002 

-26% 

Vermont 

$304 

$622 

1052 

-242 

Virginia 

$261 

$379 

452 

-46% 

Washington 

$303 

$561 

852 

-322 

West  Virginia 

$138 

$249 

802 

-332 

Wisconsin 

$217 

$636 

1932 

82 

Wyoming 

$227 

$310 

372 

-502 

Median  State  d/ 

$221 

$379 

812 

-332 

a.  Michigan  data  are  for  Detroit  only. 

b.  New  York  data  are  for  New  York  City  only. 

c.  Winter  rate  (November  through  April).     Summer  rate  was  $440  in  1984. 

d.  Among  50  states  and  the  District  of  Columbia. 

Source:     Reducing  Poverty  Among  Children,  Congressional  Budget  Office 
(May  1985),  pp.  52-53. 
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2.    SSI/SSP  Payment  Levels 


With  the  implementation  of  the  SSI  program  in  1974,  the  federal  government  set  a 
minimum  federal  payment  level  for  SSI  recipients  across  states.  This  level  is  adjusted 
annually,  according  to  increases  in  the  cost  of  living.  For  the  aged,  blind  and  disabled 
recipients  who  originally  transferred  from  state  cash  assistance  programs  to  the  SSI 
program  in  1974,  states  are  required  to  supplement  the  federal  benefit  level  so  that  these 
persons  are  no  worse  off  than  they  were  when  the  conversion  occurred. 

Beyond  this  mandatory  supplementation,  states  have  the  option  of  supplementing  the 
federal  benefit  amount  for  all  aged,  blind  and  disabled  SSI  recipients,  or  only  selected 
groups.  State  supplementary  payments  effectively  allow  states  to  raise  the  financial 
threshold  under  which  persons  qualify  for  cash  assistance  and  Medicaid  coverage.  In  1984, 
28  states  provided  supplementary  payments  to  SSI  recipients  living  independently. 

For  states  which  choose  to  supplement  the  SSI  federal  amount,  two  outcomes  can  be 
expected.  First,  more  poor  persons  will  qualify  for  SSI  and  Medicaid.  Second,  state  cash 
assistance  expenditures  will  increase  relatively  for  existing  recipients,  because  payments 
will  be  based  on  the  difference  between  the  recipient's  countable  income  and  the  (new, 
higher)  SSI  federal  plus  state  supplement  level. 

Generally,  the  SSI/SSP  payment  levels  have  been  more  effective  than  the  AFDC 
levels  in  insuring  that  persons  in  the  poverty  population  qualify  for  medical  assistance, 
due  to  the  fact  that  federal  SSI  levels  have  been  indexed  since  1974.  In  addition,  states 
have  been  more  willing  to  increase  their  SSI  supplementary  payments  for  the  aged,  blind 
and  disabled  than  their  payment  levels  for  AFDC  recipients.  States  are  not  required  to 
make  cost  of  living  adjustments  to  their  supplementary  levels,  but  some  do.  Even  still, 
the  number  of  poor  elderly  covered  by  Medicaid  is  considerably  less  than  the  number  of 
elderly  falling  into  the  poverty  population  (Rymer  et  al,  1984). 

3.     Medically  Needy  Income  Levels 

The  income  levels  which  states  set  for  their  medically  needy  programs  are  the  source 
of  considerable  confusion  and  inequity  within  Medicaid  eligibility  policies.  Unfortunately, 
states  have  little  flexibility  as  to  where  the  medically  needy  levels  are  set.  federal 
regulations  specify  that  a  state's  medically  needy  income  level,  at  a  minimum,  must  be  as 
great  as  the  highest  payment  level  for  any  of  the  cash  assistance  programs  (by  family 
size).  However,  federal  regulations  also  require  that  the  medically  needy  level  can  be  no 
greater  than  133  percent  of  the  AFDC  level  (By  family  size).  Further,  by  federal  law,  the 
second  requirement  takes  precedence  over  the  first.  Therefore,  in  most  states,  the 
maximum  amount  at  which  the  state  can  set  its  medically  needy  level  is  33  percent  higher 
than  the  AFDC  level. 

It  is  surprising  to  note  that  while  over  three-quarters  of  the  states  with  medically 
needy  programs  in  1984  set  their  medically  needy  levels  for  1-2  person  families  at  the 
maximum  amount  allowable  by  Medicaid  regulations  —  133  percent  of  the  highest  amount 
paid  in  AFDC  by  family  size  —  less  than  one  half  of  states  did  so  for  family  sizes  of  3  or 
4.  This  is  especially  significant  given  that  the  average  AFDC  unit  is  3  persons.  For  states 
which  do  not  set  levels  at  the  maximum  limit,  consideration  should  be  given  to  adjusting 
their  levels  upward  in  order  to  extend  Medicaid  coverage  to  a  larger  pool  of  potential 
eligibles. 
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This  maximum  on  the  medically  needy  level  causes  substantial  problems  and 
inequities  in  most  states  for  aged,  blind  and  disabled  Medicaid  applicants  who  do  not 
qualify  for  SSI/SSP  cash  assistance.  In  almost  every  state,  the  SSI/SSP  level  is  higher  than 
133  percent  of  the  AFDC  level  for  a  unit  of  comparable  size.  For  example,  the  income 
level  used  to  determine  cash  assistance  eligibility  for  an  aged  couple  is  often  twice  as 
high  as  the  income  level  used  to  determine  eligibility  for  a  two  person  AFDC  family. 
Because  the  medically  needy  level  can  be  no  more  than  133  percent  of  the  AFDC  cash 
assistance  level,  the  medically  needy  level  is  usually  lower  than  the  SSI/SSP  cash 
assistance  level  used  for  the  aged,  blind  and  disabled.  This  means  that  aged,  blind  and 
disabled  medically  needy  recipients  who  have  to  spend-down  in  order  to  qualify  for 
Medicaid  are  allowed  to  retain  less  income  to  meet  their  maintenance  needs  than  SSI/SSP 
recipients. 

Theoretically,  one  would  hope  that  the  medically  needy  level  would  always  exceed 
the  cash  payment  level,  so  that  Medicaid  eligibility  could  be  extended  gradually  to  persons 
whose  income  was  too  high  for  cash  assistance.  Then,  through  the  spend-down  component 
of  the  medically  needy  program,  Medicaid  could  be  extended  to  categorically-related 
persons  who  can  meet  their  maintenance  needs,  but  not  cover  all  their  medical  expenses. 
However,  Medicaid's  regulatory  requirements  restricting  the  maximum  at  which  states 
can  set  their  medically  needy  levels,  combined  with  the  wide  disparity  between  AFDC  and 
SSI/SSP  payment  levels,  prevents  this  from  happening  in  most  states  for  the  aged,  blind 
and  disabled.  Instead,  aged,  blind  and  disabled  medically  needy  recipients  have  less  money 
available  to  meet  their  needs  than  SSI/SSP  cash  assistance  recipients  —  the  opposite  of 
what  seems  equitable. 

There  is  no  way  for  states  to  avoid  this  inequity  within  current  federal  regulations, 
except  to  raise  their  AFDC  payment  levels.  Since  raising  AFDC  payment  levels  means 
increasing  AFDC  cash  assistance  expenditures,  states  have  been  reluctant  to  move  in  this 
direction.  This  "cap"  on  the  income  level  used  for  medically  needy  eligibility 
determination  has  no  doubt  helped  hold  down  Medicaid  costs.  However,  it  has  also 
substantially  constrained  the  Medicaid  program  from  extending  eligibility  to  many 
categorically-related  persons  whose  incomes  are  less  than  the  poverty  level. 

C.    Coverage  of  the  Institutionalized* 

A  final  area  of  options  involves  the  institutionalized.  This  eligibility  policy  area  is 
worthy  of  considerable  review  by  states.  As  stated  above,  recipients  of  nursing  home  care 
were  just  7  percent  of  Medicaid  recipients  in  1984,  but  they  accounted  for  44  percent  of 
overall  expenditures  according  to  HCFA  data.  The  Medicaid  program  is  estimated  to  be 
covering  just  under  half  of  all  nursing  home  costs  nationwide.  Since  Medicare  provides 
relatively  minimal  long-term  care  coverage,  Medicaid  has  become  the  major  public  payer 
for  nursing  home  care.  If  this  role  continues,  the  eventual  effect  on  Medicaid 
expenditures  will  be  enormous,  given  the  aging  of  our  population. 

Upon  entering  a  nursing  home,  many  of  the  elderly  and  disabled  are  not  initially 
eligible  for  Medicaid.  Because  they  have  substantial  savings,  they  have  resources  in 
excess  of  the  resource  amount  allowed  by  state  Medicaid  eligibility  criteria.  However, 
these  savings  can  be  exhausted  quickly  in  covering  the  high  cost  of  nursing  home  care. 
Many  persons  who  would  be  considered  middle-class  and  certainly  not  part  of  the  poverty 
population  become  eligible  for  Medicaid  as  a  result  of  depleting  their  savings  toward 

♦Eligibility  options  related  to  home  and  community-based  care  as  an  alternative  to 
institutionalization  are  not  included  in  this  chapter.  The  reader  is  referred  to  Chapter  3 
for  a  discussion  of  home  and  community-based  care  eligibility  considerations. 
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nursing  home  care.  Many  nursing  home  residents  also  own  their  own  homes  and  have  other 
real  property.  For  the  most  part,  these  resources  have  been  excluded  from  the  Medicaid 
eligibility  determination  process. 

In  the  last  few  years,  there  has  been  considerable  debate  and  some  important 
legislative  changes  regarding  the  options  states  have  in  setting  their  financial  eligibility 
criteria  for  the  institutionalized.  The  key  options  available  to  states  in  setting  up  their 
eligibility  programs  for  the  institutionalized  are  reviewed  in  this  section.  The  discussion 
is  unavoidably  complicated  at  times,  but  it  deserves  careful  attention  because 
institutional  care  accounts  for  such  a  major  portion  of  Medicaid  dollars.  Further, 
eligibility  policies  for  the  institutionalized,  more  than  any  other  aspect  of  the  program, 
make  Medicaid  increasingly  a  long-term  care  financing  program  for  the  middle  class. 
However,  states  are  cautioned  that  great  sensitivity  must  be  exercised  in  setting 
eligibility  policies  for  the  institutionalized.  The  high  cost  of  nursing  home  care  and  the 
obvious  frailty  of  those  who  require  it  make  it  difficult  to  establish  eligibility  rules  upon 
which  everyone  can  agree.  In  addition,  many  of  the  options  available  to  states  are 
difficult  to  implement  and  subject  to  legal  problems. 

1.     Eligibility  Requirements  for  the  Institutionalized 

Medicaid  eligibility  for  nursing  home  residents  works  differently  than  it  does  for  the 
non-institutionalized  population.  Nursing  home  applicants  for  Medicaid  have  to  fit  into 
the  same  coverage  groups,  i.e.  they  have  to  be  aged,  blind,  disabled  or  members  of 
families  with  dependent  children.  Since  almost  all  nursing  home  residents  are  either  aged 
or  disabled,  this  is  usually  not  a  problem.  There  are  several  important  areas,  however,  in 
which  eligibility  determination  is  very  different  for  the  institutionalized  —  the  income 
test,  some  of  the  resource  criteria  which  are  used,  and  the  support  responsibility  of 
relatives. 

•     Income  Tests  for  the  Institutionalized 

Since  the  SSI  and  AFDC  payment  levels  and  state  medically  needy  levels  pertain  to 
persons  living  independently  in  the  community,  they  are  not  usually  relevant  to  eligibility 
determination  for  the  institutionalized.  In  medically  needy  states,  income  is  generally 
measured  against  the  cost  of  the  nursing  home  care  to  determine  eligibility  for  a  nursing 
home  applicant.  If  a  person's  income  is  less  that  the  cost  of  such  care,  a  person  is  eligible 
for  Medicaid  to  pay  the  difference,  assuming  other  criteria  are  met.* 

In  states  without  a  medically  needy  program  for  the  aged,  blind  and  disabled, 
different  income  eligibility  rules  for  the  institutionalized  may  be  used,  federal  statutes 
allow  states  to  set  a  special  higher  income  limit  for  determining  eligibility  for  the 
institutionalized.  However,  this  special  income  limit  can  be  no  greater  than  300  percent 
of  the  federal  SSI  payment  level. 

Thus,  an  institutionalized  person  with  income  of  $1  over  the  special  level  will  be 
ineligible  for  Medicaid,  even  if  the  cost  of  the  nursing  home  care  is  greater.  In  1985,  the 
SSI  level  for  a  single  person  living  independently  was  $325  a  month.  States  without  a 


*The  same  income  test  is  used  in  the  three  209(b)  states  that  do  not  cover  the  medically 
needy,  but  are  required  to  institute  a  spend-down  program  for  the  aged,  blind  and  disabled. 
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medically  needy  program  thus  could  use  a  special  income  limit  of  up  to  $975  to  determine 
eligibility  for  nursing  home  residents.  Non-medically  needy  states  have  to  decide  where 
to  set  their  income  levels  to  determine  eligibility  for  the  institutionalized.  Currently,  17 
states  are  in  this  group.  In  1984,  10  of  these  states  used  the  maximum  income  limit 
allowed. 

Since  nursing  home  costs  average  about  $1000  per  month  in  many  states,  a  special 
income  level  for  the  institutionalized  which  is  set  at  the  maximum  ($975)  will  insure  that 
most  nursing  home  residents  can  become  eligible  for  Medicaid  coverage  if  their  income  is 
less  than  the  cost  of  care.  However,  some  states  do  not  use  the  maximum,  and  the  cost  of 
care  in  other  states  is  greater  than  the  maximum,  thus  preventing  Medicaid  coverage  for 
some  persons  in  need  of  institutional  coverage.  States  with  medically  needy  programs,  on 
the  other  hand,  allow  persons  of  any  income  level  to  become  eligible  for  Medicaid,  if  their 
medical  bills  are  great  enough  and  other  criteria  are  met. 

States  which  do  not  have  medically  needy  programs,  but  are  not  using  the  maximum 
income  limit  for  the  institutionalized,  may  want  to  consider  raising  their  limit.  Such  a 
decision  needs  to  be  carefully  considered  in  relation  to  state  resources,  the  relative  merit 
of  this  policy  change  vis-a-vis  other  state  priorities,  the  average  monthly  cost  of  nursing 
home  care  in  the  state,  nursing  home  bed  capacity,  and  estimates  of  how  many  persons 
might  become  eligible  as  a  result  of  the  increase. 

•     Allowable  Resources 

How  resources  are  treated  is  the  second  area  of  difference  in  eligibility 
determination  for  the  institutionalized.  The  treatment  of  resources  can  vary  among 
states,  dependent  upon  whether  a  state  automatically  extends  Medicaid  eligibility  to 
SSI/SSP  recipients,  or  whether  it  uses  the  209(b)  option  allowing  more  restrictive 
eligibility  criteria  for  aged,  blind  and  disabled  Medicaid  applicants.  But  there  are  also 
options  both  209(b)  states  and  states  automatically  extending  Medicaid  to  SSI/SSP 
recipients  can  use  which  are  different  for  the  institutionalized. 

States  automatically  extending  Medicaid  to  SSI  recipients  are  generally  required  to 
use  the  SSI  levels  (or  the  state's  medically  needy  levels)  for  exempt  resources  in 
determining  eligibility  for  the  institutionalized.  In  1986,  the  SSI  program  treats  the 
following  resources  as  exempt: 

-Automobile,  market  value  of  $4500  or  less; 
-Personal  effects  with  value  of  $2000  or  less; 
-Burial  space; 

-Up  to  $1500  per  person  for  burial  expenses; 
-Life  insurance  with  a  face  value  of  up  to  $1500; 
-Liquid  resources  of 

•  $1700  for  an  individual 

•  $2550  for  a  couple*;  and 

-Home,  any  value,  if  principal  place  of  residence. 


*In  1984,  liquid  resource  limits  were  $1500  for  individuals  and  $2250  for  couples.  Under 
DEFRA,  beginning  in  1985  and  continuing  to  1989,  the  limit  on  liquid  resources  has  been 
raised  $100  a  year  for  individuals  and  $150  for  couples.  In  1989,  the  limits  will  be  $2000 
for  individuals  and  $3000  for  a  couple. 
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An  SSI  applicant  could  have  all  of  the  above  resources  and  still  qualify  for  cash 
assistance.  Any  'Other  resources  are  generally  considered  to  be  non-exempt  and  would 
make  an  applicant  ineligible  for  SSI. 

States  electing  the  209(b)  option  do  not  have  to  use  the  SSI  resource  limits  for 
institutionalized  aged,  blind  and  disabled  Medicaid  applicants.  Instead  they  can  elect 
more  restrictive  limits,  as  long  as  these  criteria  were  part  of  the  state's  Medicaid  plan  in 
January,  1972. 

•  Transfer  of  Non-Exempt  Assets 

To  prevent  persons  from  transferring  assets  in  order  to  become  eligible  for  cash 
assistance,  the  SSI  program  (beginning  in  1980)  required  that  SSI  applicants  may  not  have 
transferred  any  non-exempt  resources  in  the  two  years  prior  to  application.  If  such  a 
transfer  occurred,  the  value  of  these  resources  must  be  considered  in  determining 
eligibility.  Eligibility  for  SSI/SSP  can  be  denied  for  up  to  24  months,  depending  on  the 
value  of  the  resource. 

However,  under  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA)  states 
automatically  extending  Medicaid  to  SSI/SSP  recipients  were  given  the  option  of  imposing 
different  transfer  of  asset  rules  for  Medicaid,  if  they  so  desire.  Though  states  can  still 
only  "look  back"  2  years  for  inappropriate  transfers,  states  were  given  the  flexibility  to 
extend  the  time  for  which  eligibility  could  be  denied.  Several  states  have  taken 
advantage  of  this  flexibility,  and  have  chosen  to  extend  the  period  of  ineligibility  beyond 
24  months,  commensurate  with  the  value  of  the  transferred  resource.  Clearly,  a  state 
decision  to  use  a  longer  period  of  ineligibility  saves  money  for  the  Medicaid  program. 
Eligibility  can  be  temporarily  denied  to  persons  who  disposed  of  non-exempt  assets  which 
could  have  been  used  to  meet  the  costs  of  their  health  care.  Important  to  note  also  is 
that  TEFRA  allowed  states  to  move  in  the  other  direction,  and  to  impose  less  strict 
transfer  of  asset  rules  than  those  imposed  on  SSI  in  1980.  As  well,  TEFRA  allowed  states 
to  waive  SSI  rules  in  cases  of  undue  hardship. 

209(b)  states  have  always  been  able  to  prohibit  the  transfer  of  non-exempt  assets  as  a 
condition  of  eligibility,  providing  such  a  prohibition  was  used  by  the  state  in  1972. 

The  recently  enacted  COBRA  legislation  contained  provisions  which  closed  a  loophole 
that  had  allowed  persons  to  avoid  the  above  restrictions  on  transfers  of  assets.  Before 
COBRA,  it  had  been  possible  for  person  to  preserve  their  assets  by  creating  irrevocable  or 
"Medicaid  Qualifying"  trusts,  which  were  considered  by  Medicaid  to  be  resources 
unavailable  to  the  applicant.  Under  the  new  rules,  such  assets  are  no  longer  protected. 
This  provision  will  apply  to  all  states  regardless  of  whether  they  use  more  restrictive 
eligibility  rules  than  SSI  (209(b)). 

•  Accessing  Home  Equity 

As  mentioned  above,  a  home  of  any  value  is  an  exempt  resource  in  SSI  eligibility 
determination  as  long  as  the  applicant  uses  it  as  the  principal  place  of  residence.  This 
policy  means  that  a  considerable  amount  of  the  "wealth"  of  Medicaid  recipients  is  exempt 
from  the  eligibility  determination  process.  It  has  been  estimated  that  "about  65  percent 
of  all  elderly  poor  are  homeowners,  and  many  low-income  elderly  have  substantial  assets 
in  their  homes. ..22  percent  of  the  poor  and  32  percent  of  the  near  poor  have  more  than 
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$50,000  in  net  home  equity  (Jacobs  and  Weissert,  1984)".  Thus,  accessing  home  equity  has 
the  potential  of  offering  considerable  relief  to  state  Medicaid  programs,  particularly  for 
the  aged  who  become  institutionalized. 

Prior  to  SSI  implementation  in  1974,  many  states  imposed  eligibility  restrictions  on 
home  ownership  for  aged,  disabled  and  blind  welfare  recipients.  In  some  states,  there  was 
an  upper  limit  on  the  equity  value  of  the  home.  In  other  cases,  states  placed  a  lien  on  the 
property  of  recipients  as  a  condition  of  cash  assistance  eligibility. 

However,  the  SSI  program  exempted  homes  as  a  countable  resource  for  eligibility 
determination,  providing  the  home  was  considered  to  be  the  principal  place  of  residence. 
Thus,  home  ownership  was  no  longer  a  barrier  to  eligibility  for  cash  assistance.  States 
could  only  continue  to  limit  home  equity  value  for  aged,  blind  and  disabled  Medicaid 
recipients  if  they  used  the  209(b)  option  for  Medicaid  eligibility;  however,  they  cannot 
impose  liens  as  a  condition  of  eligibility.  States  electing  to  automatically  extend 
Medicaid  eligibility  to  all  SSI  recipients  agree  to  exclude  home  equity  as  an  available 
resource.  This  same  exclusion  extends  to  nursing  home  applicants  as  well. 

•     Estate  Recovery  Programs 

Even  with  the  implementation  of  SSI  in  1974,  however,  state  Medicaid  programs 
retained  the  option  of  instituting  estate  recovery  programs.*  An  estate  recovery  program 
can  be  used  by  all  states,  regardless  of  whether  they  follow  SSI  criteria  or  use  the  209(b) 
option.  Upon  the  death  of  a  recipient,  a  Medicaid  estate  recovery  program  attempts  to 
recover  from  the  recipient's  estate  the  costs  which  were  incurred  while  the  person  was  a 
Medicaid  recipient.  Importantly,  an  estate  recovery  program  can  treat  assets  or 
resources  which  were  exempt  from  eligibility  determination  as  "non-exempt"  upon  the 
death  of  a  recipient.  Although  estate  recovery  programs  are  not  an  eligibility  option  per 
se,  they  are  related  because  states  can  use  estate  recovery  programs  as  a  vehicle  for 
access  to  home  equity  for  Medicaid  recipients. 

Little  information  is  available  from  HCFA  on  the  extent  to  which  states  are  using  the 
estate  recovery  program  option,  although  it  is  reported  that  about  $36  million  was 
collected  nationwide  in  1984  from  such  programs.  Generally,  states  indicate  that  estate 
recovery  programs  are  difficult  to  implement. 

However,  Oregon  appears  to  have  a  very  successful  estate  recovery  program.  The 
unique  feature  of  Oregon's  program  is  its  use  of  "open-ended"  mortgages.  Under  these 
arrangements,  the  state  enters  into  an  agreement  with  the  family  (the  mortgage)  such 
that  upon  the  Medicaid  recipient's  death,  the  family  repays  to  the  state  the  value  of  the 
benefits  consumed  while  the  recipient  was  alive  or  the  total  value  of  the  estate, 
whichever  is  less.  Depending  on  the  size  of  the  debt,  repayment  can  be  arranged  over 
long  periods  of  time  at  favorable  interest  rates.  Oregon  has  an  Estate  Administration 
Unit  in  its  state  Medicaid  Office  to  operate  the  program.  Specialized  staff  familiar  with 
property  and  probate  law  are  used.  This  5  person  staff  collected  an  average  of  $320,000 
per  month  in  1984.  The  ratio  of  recoveries  to  cost  of  recovery  was  15.5  to  1.  Oregon,  in 
1984,  made  estate  recoveries  equal  to  approximately  1.7  percent  of  total  Medicaid 
payments  for  the  state. 


♦However,  until  1982,  estate  recovery  programs  could  only  apply  to  Medicaid  recipients 
over  65  years  of  age.  In  1982,  the  law  was  changed  to  allow  estate  recovery  programs  to 
be  used  for  institutionalized  recipients  as  well. 
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•  Liens  and  Prohibiting  the  Transfer  of  Exempt  Assets 

Part  of  the  reason  states  may  have  been  reluctant  to  aggressively  implement  estate 
recovery  programs  is  that,  until  recently,  they  were  prohibited  from  imposing  liens  on  the 
homes  and  other  real  property  of  Medicaid  recipients  or  preventing  their  transfer  for  less 
than  fair  market  value.  Without  liens  and  a  prohibition  against  transferring  exempt 
assets,  an  estate  recovery  program  is  substantially  handicapped  since  a  home  (as  an 
exempt  asset)  can  be  sold  or  transferred  before  it  becomes  part  of  a  recoverable  estate. 
However,  with  the  TEFRA  amendments  of  1982,  the  prohibition  against  property  liens  for 
state  Medicaid  Programs  was  lifted  for  nursing  home  residents.  As  mentioned  above, 
TEFRA  also  gave  states  the  option  to  prohibit  the  transfer  of  exempt  resources  for 
nursing  home  residents. 

The  reasons  for  this  change  in  policy  are  understandable.  In  the  late  1970's,  as 
Medicaid  costs  began  to  skyrocket,  policymakers  once  again  began  to  discuss  whether 
Medicaid  should  not  consider  home  ownership  in  eligibility  determination.  One  widespread 
view  was  that  although  home  ownership  might  be  acceptable  for  Medicaid  recipients  who 
continued  to  live  in  the  community,  it  was  less  reasonable  for  those  who  entered  nursing 
homes  and  never  expected  to  return  to  independent  living.  Many  questioned  the  fairness 
of  allowing  Medicaid  recipients  to  pass  on  to  their  heirs  homes  of  substantial  value,  while 
taxpayers  covered  their  nursing  home  bills. 

Eventually,  TEFRA  gave  states  the  option  of  imposing  liens  on  the  real  property  of 
Medicaid  institutional  recipients.  Further,  states  were  given  the  option  of  denying 
Medicaid  eligibility  to  institutionalized  persons  who  transferred  their  homes  in  the  two 
years  prior  to  Medicaid  application.  Thus,  both  209(b)  states  and  states  using  SSI  criteria 
now  have  the  flexibility  to  use  the  home  equity  of  nursing  home  recipients  toward  the 
payment  of  their  nursing  home  costs.  Two  methods  are  available: 

•  States  can  use  estate  recovery  programs,  with  and  without  liens;  and 

•  States  can  withhold  eligibility  from  persons  who  give  away  their  homes  or 
transfer  them  for  less  than  fair  market  value. 

Some  special  restrictions  apply  if  a  state  chooses  to  impose  liens  as  part  of  an  estate 
recovery  program: 

•  First,  liens  may  be  imposed  only  if  the  institutionalized  person  is  not  expected  to 
return  home  from  the  institution.  This  provision  is  particularly  difficult  to 
implement.  According  to  several  states,  it  is  hard  to  conclusively  "prove"  that  a 
person  will  never  be  able  to  return  home. 

•  Second,  liens  cannot  be  imposed  if  there  is  a  spouse,  sibling,  or  disabled  or 
dependent  child  in  the  home. 

•  Third,  liens  cannot  be  closed  until  the  home  is  sold  or  the  recipient  dies,  or  while 
certain  nondependent  children  remain  in  the  home. 

Similarly,  a  state  cannot  find  ineligible  an  institutionalized  applicant  who  has  given 
away  or  transferred  a  home:  if  it  appears  that  the  applicant  may  return  home  from  the 
institution;  if  the  title  was  transferred  to  a  spouse,  a  child  under  age  21,  or  a  child  who  is 
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blind  and  disabled;  if  the  applicant  tried  to  transfer  the  asset  for  fair  market  value  and 
was  unsuccessful;  if  the  applicant  transferred  the  home  in  consideration  for  care  and 
support;  or  if  a  state  determines  that  ineligibility  would  impose  an  undue  hardship.  Thus, 
while  states  have  been  given  greater  flexibility  in  dealing  with  institutionalized  persons 
who  own  homes  or  transfer  homes  prior  to  Medicaid  application,  there  are  still 
restrictions.  Nevertheless,  in  combination,  these  options  allow  states  some  flexibility  to 
use  the  home  equity  of  nursing  home  recipients  in  support  of  their  Medicaid  program. 

There  seems  to  be  substantial  hesitation,  however,  on  the  part  of  states  to  use  this 
new  flexibility.  Only  one  state,  Alabama,  is  both  imposing  liens  on  homes  and  prohibiting 
home  transfers  for  institutionalized  Medicaid  recipients,  as  a  condition  of  eligibility. 
Many  states  feel  there  are  too  many  restrictions  built  into  the  legislation  and  that  the 
resultant  legal  problems  prevent  effective  implementation. 

•      Relative  Responsibility  for  the  Institutionalized 

A  final  area  of  difference  in  eligibility  criteria  for  the  institutionalized  involves  the 
extent  to  which  relatives  are  considered  responsible  for  contributing  to  the  support  of  a 
Medicaid  applicant  who  is  institutionalized.  This  is  another  area  in  which  there  can  be  a 
major  difference  between  states  electing  to  use  SSI  criteria  for  determining  Medicaid 
eligibility  and  those  using  the  209(b)  option.  Under  SSI  rules,  the  income  of  spouses  and 
parents  of  children  under  age  21  is  only  assumed  to  be  available  to  an  applicant  as  long  as 
the  applicant  and  responsible  relative  reside  in  the  same  household.  Thus,  in  considering 
the  eligibility  of  a  person  in  a  nursing  home,  the  financial  circumstances  of  the  spouse  or 
parents  are  not  evaluated.  For  institutionalized  persons  there  is,  in  effect,  no  financial 
responsibility  on  the  part  of  a  spouse  or  parent,  as  far  as  SSI  is  concerned.  States 
choosing  to  use  the  SSI  criteria  for  Medicaid  eligibility  have  to  go  along  with  this 
approach  to  relative  responsibility  for  the  institutionalized. 

On  the  other  hand,  the  209(b)  option  can  be  used  by  a  state  to  make  family  members 
responsible  for  contributing  to  the  cost  of  care  for  an  institutionalized  Medicaid 
applicant,  providing  the  state  had  a  similar  provision  in  place  prior  to  the  implementation 
of  SSI.  At  least  eight  209(b)  states  utilize  more  restrictive  criteria  with  regard  to  the 
responsibility  of  relatives  for  aged,  blind  and  disabled  Medicaid  applicants.  These  states 
include  Hawaii,  Indiana,  Minnesota,  Nebraska,  New  Hampshire,  North  Carolina,  North 
Dakota  and  Oklahoma.  Four  of  these  states  require  both  spouses  and  parents  of  minor 
children  to  contribute  to  the  cost  of  care  if  they  are  capable.  Two  other  states  only 
extend  relative  responsibility  to  spouses,  and  the  remaining  two  states,  only  to  parents  of 
minor  children. 

There  is  one  additional  option  available  to  both  states  using  SSI  criteria  for  the 
institutionalized  and  209(b)  states.  HCFA  clarified  in  1977  that  states  which  elected  to 
follow  SSI  criteria  in  determining  Medicaid  eligibility  still  had  the  option  of  enacting  and 
enforcing  general  laws  of  applicability  to  retroactively  recoup  payments  from  responsible 
relatives  (including  spouses  and  parents  of  minor  children)  for  the  cost  of  Medicaid 
services.  At  least  10  states  are  known  to  have  enacted  such  laws,  including  California, 
Connecticut,  Illinois,  Maryland,  New  York,  Pennsylvania,  Virginia,  Texas,  Utah  and 
Washington.  Some  of  these  are  209(b)  states  and  some  are  states  using  SSI  criteria  for 
Medicaid  eligibility.  Most  of  these  states  only  attempt  to  collect  contributions  from  the 
parents  of  institutionalized  children  (generally  parents  of  mentally  retarded  children  in 
ICF-MRs).  Only  New  York  and  Texas  have  laws  of  general  applicability  which  extend  to 
spouses  of  institutionalized  recipients. 
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Little  information  is  readily  available  on  the  extent  to  which  these  state  laws  of 
general  applicability  are  actually  enforced.  Texas  reported  that  it  collected  about 
$38,000  per  month  from  285  spouses  in  1984.  Connecticut  collected  $126,000,  Illinois 
about  $250,000,  and  California  about  $3  million,  from  the  parents  of  institutionalized 
children. 

Only  one  state,  Idaho,  has  attempted  to  enforce  a  general  law  of  applicability  which 
extended  to  the  adult  children  of  institutionalized  recipients.  For  six  months  (October  of 
1983  through  April  of  1984),  Idaho  had  in  place  a  program  to  collect  financial 
contributions  from  the  families  of  Medicaid  nursing  home  recipients,  including  spouses, 
parents  and  adult  children.  The  program  was  terminated  when  the  Attorney  General  of 
Idaho  decided  that  there  were  legal  problems  with  the  state's  statute.  The  major  concern 
pertained  to  collecting  contributions  from  adult  children  —  a  class  of  relatives  that 
Medicaid  statutes  do  not  explicitly  permit  to  be  held  financially  responsible  for  Medicaid 
recipients.  Nevertheless,  the  state's  brief  experience  with  the  law  suggests  that 
significant  contributions  from  relatives  might  have  been  obtained.  Approximately  60 
percent  of  the  Medicaid  nursing  home  recipients  in  the  state  were  identified  as  having 
potentially  responsible  relatives.  However,  a  third  of  all  responsible  relatives  were 
exempted  from  making  any  contribution  at  all,  and  the  average  assessment  amount  was 
only  $40  per  month.  About  $32,000  was  collected  during  the  program's  brief  period  of 
operation.  The  state  estimated  that  annual  collections  would  have  reached  $1.5  million, 
with  full  implementation  (Burwell,  1986). 

Clearly,  there  are  substantially  sensitive  legal  and  political  issues  which  must  be 
addressed  as  states  consider  their  options  in  pursuing  contributions  from  relatives  toward 
the  expenses  of  Medicaid  nursing  home  recipients.  Nevertheless,  a  few  states  have 
implemented  relative  responsibility  programs  which  allow  them  to  reduce  their  Medicaid 
costs  for  the  institutionalized.  States  facing  a  growing  burden  of  institutional  expenses 
may  want  to  reconsider  their  options  in  this  area. 


III.  SUMMARY 

The  eligibility  options  available  to  state  Medicaid  Programs  are  as  numerous  as  they 
are  complicated.  It  is  unrealistic  to  expect  that  policymakers  master  all  the  details  and 
intricacies  that  can  be  involved.  However,  policymakers  should  be  familiar  with  the 
major  eligibility  policy  decisions  that  largely  determine  which  poor  people  will  qualify  for 
Medicaid  benefits  in  a  state.  Most  all  decisions  are  constrained  to  persons  "categorically" 
related  to  federal  cash  assistance  programs,  that  is,  they  must  be  children,  the  single  or 
unemployed  parents  of  children,  aged,  blind  or  disabled.  These  decisions  include: 

•  Whether  the  state  includes  any  medically  needy  groups  —  thus  opening  up 
Medicaid  to  categorically-related  persons  of  any  income  level,  providing  their 
medical  expenses  are  large  enough; 

•  Whether  the  state  extends  eligibility  to  AFDC  families  with  an  unemployed 
parent  —  thus  covering  some  two-parent  poor  families  under  Medicaid; 

•  Whether  the  state  covers  some  or  all  Ribicoff  children  —  thus  potentially 
opening  up  Medicaid  coverage  to  some  low-income  children  in  two-parent 
families  in  the  state; 
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•  Whether  the  state  automatically  extends  Medicaid  to  SSI  recipients  or  uses  the 
209(b)  option  —  thus  deciding  whether  or  not  to  use  more  restrictive  Medicaid 
eligibility  criteria  for  the  aged,  blind  and  disabled  than  the  criteria  used  by  the 
SSI  program; 

•  Whether  the  state  regularly  adjusts  its  income  limits  for  determining  Medicaid 
financial  eligibility  according  to  the  cost  of  living  —  thus  allowing  the  Medicaid 
program  to  maintain  its  relative  coverage  of  the  poverty  population;  and, 

•  Whether  the  state  makes  any  attempt  to  target  its  coverage  of  nursing  home 
recipients,  including  policies  to  access  the  home  equity  of  nursing  home 
recipients,  prohibit  the  transfer  of  assets,  and  collect  contributions  from 
responsible  relatives  toward  the  cost  of  care  —  thus  lowering  Medicaid 
expenditures  for  institutional  care. 

As  states  struggle  with  the  burdens  of  indigent  care,  careful  consideration  should  be 
given  to  each  of  these  policy  areas.  With  federal  matching  dollars  it  may  well  be 
cost-effective  for  a  state  to  more  fully  utilize  its  eligibility  options  under  the  joint 
federal  and  state  funded  Medicaid  program.  Several  states  have  reached  this  conclusion 
in  the  last  year  or  so,  particularly  with  the  groups  of  medically  needy  children  and 
pregnant  women. 

However,  it  is  erroneous  to  conclude  that  Medicaid  eligibility  policies  will  permit 
states  to  cover  their  entire  medically  indigent  population.  Many  of  the  uninsured  are 
working  adults  who  do  not  come  under  any  of  the  acceptable  Medicaid  groups.  At  best, 
Medicaid  can  only  partially  alleviate  the  problems  of  indigent  care. 

In  reviewing  the  eligibility  policies  which  are  used,  four  trends  should  be  remembered: 

•  First,  Medicaid  coverage  of  the  poor  has  been  declining  in  the  last  decade.  A 
major  factor  in  this  decline  is  that  the  financial  criteria  used  for  eligibility 
determination  for  the  non-institutional  population  have  not  kept  pace  with  the 
cost  of  living. 

•  Second,  families  and  children  are  the  two  groups  hardest  hit  by  restrictive 
eligibility  policies.  The  economic  status  of  the  aged  has  improved  substantially 
in  the  last  decade,  so  that  fewer  of  the  aged  fall  into  the  poverty  population. 
Additionally,  most  of  the  aged  and  a  sizable  portion  of  the  disabled  at  least  have 
Medicare  coverage. 

•  Third,  long-term  care  for  a  relatively  small  number  of  aged  and  disabled 
Medicaid  recipients  is  consuming  a  growing  portion  of  the  Medicaid  dollar.  State 
eligibility  policies  for  nursing  home  recipients  may  be  making  Medicaid  primarily 
a  long-term  care  financing  program,  at  the  cost  of  covering  other  groups  with 
equally  important  health  care  needs. 

•  Fourth,  as  hospitals  and  other  health  providers  are  being  squeezed  by  other 
payers  in  the  health  care  system,  the  problems  of  indigent  and  uncompensated 
care  will  probably  become  even  greater  for  states. 

The  eligibility  policies  used  by  a  state  Medicaid  program  should  be  sensitive  to  all  of 
these  trends.  Policies  should  not  be  set  in  concrete,  but  reconsidered  regularly  to  insure 
that  a  state's  Medicaid  program  is  reaching  those  in  greatest  need,  within  available 
resources. 


-  26  - 


ACKNOWLEDGEMENTS 

Several  persons  reviewed  the  initial  draft  of  this  document  and  provided  very  useful 
suggestions  for  its  improvement:  Letty  Carpenter  and  Joyce  Jackson  of  HCFA;  Rick 
Curtis,  Ian  Hill,  and  John  Luehrs  of  NGA;  Sarah  Shuptrine  and  Vicki  Grant  of  South 
Carolina;  Judy  Mitchell  of  Florida;  Al  Wheeler  and  Constance  Thomas  of  New  Jersey; 
Steve  Handrich  and  Bill  Newell  of  Wisconsin;  and  Brian  Burwell  of  SysteMe tries. 


-  27  - 


ANNOTATED  BIBLIOGRAPHY 


American  Hospital  Association:  Report  of  the  Special  COmmittee  on  Care  for  the 
Indigent.  November,  1985.  (This  draft  report  to  be  considered  at  AHA's  1986  Annual 
Meeting  analyzes  the  problem  of  indigent  care  and  policy  alternatives  which  might  help 
toward  its  solution.) 

Burwell  B:  Shared  Obligations:  Public  Policy  Influences  on  Family  Care  for  the  Elderly. 
Medicaid  Program  Evaluation  Working  Paper-2.1,  U.S.  Department  of  Health  and  Human 
Services,  Health  Care  Financing  Administration,  Office  of  Research  and  Demonstrations, 
May,  1986.  (This  report  examines  the  relationship  between  public  long-term  care  policies, 
particularly  Medicaid  policies,  and  family  caregiving.) 

Commerce  Clearing  House,  Inc.:  Medicare  and  Medicaid  Guide.  Volume  3.  1986.  (This 
frequently  updated  publication  furnishes  detailed  information  on  the  Medicaid  statute  and 
regulations.  It  has  an  excellent  section  on  eligibility  requirements.) 

Congressional  Budget  Office:  Reducing  Poverty  Among  Children.  May,  1985.  (This 
report  examines  existing  policies  to  assist  poor  families  with  children  and  then  discusses 
the  issues  involved  in  modifying  them  and  analyzes  over  40  policy  alternatives.) 

Fox  H:  The  Medically  Needy  Option  for  Expanding  Medicaid  Eligibility.  Memorandum  to 
Maternal  and  Child  Health  and  Crippled  Childrens'  Services  Directors.  December,  1986. 
(This  memo  discusses  the  strengths  and  limitations  of  the  Medicaid  medically  needy 
option,  especially  as  it  relates  to  the  coverage  of  low-income  women  and  children.) 

Health  Care  Financing  Administration,  Office  of  the  Actuary,  2082  data,  1985. 

Health  Care  Financing  Administration:  Analysis  of  State  Medicaid  Program 
Characteristics,  1984.  August,  1985.  (this  report  describes  the  characteristics  of  State 
Medicaid  programs  as  of  March,  1984.) 

Hill  IT:  Medicaid  Eligibility:  A  Descriptive  Report  of  OBRA,  TEFRA,  and  DEFRA 
Provisions  and  State  Responses.  Medicaid  Program  Evaluation  Working  Paper-5.2,  U.S. 
Department  of  Health  and  Human  Services,  Health  Care  Financing  Administration,  Office 
of  Research  and  Demonstrations,  October,  1984.  (This  report  provides  a  descriptive 
analysis  of  the  impact  on  Medicaid  eligibility  policy  of  legislative  changes  under  OBRA, 
TEFRA,  and  DEFRA.) 

Hughes  D,  Johnson  K,  Simons  J,  and  Rosenbaum  S:  Maternal  and  Child  Health  Data  Book: 
The  Health  of  America's  Children.  Children's  Defense  Fund,  1986.  (This  report  provides 
a  State-by-State  assessment  of  the  status  of  maternal  and  child  health,  including 
information  on  infant  mortality  rates,  low  birthweight  births,  and  the  coverage  of 
important  programs  like  AFDC,  Medicaid  and  the  WIC  program.) 

Intergovernmental  Health  Policy  Project:  State  Health  Notes.  November/December 
1985.  January/February  1985.  (This  newsletter,  published  several  times  per  year, 
provides  up-to-date  information  on  Medicaid  initiatives  and  other  health  policy 
developments  at  the  State  level.) 

Jacobs  B  and  Weissert  W:  Home  Equity  Financing  of  Long-Term  Care  for  the  Elderly  in 
Conference  Proceedings,  Long-Term  Care  Financing  and  Delivery  Systems:  Exploring 
Some  Alternatives.  HCFA  Pub.  No.  03174.  (This  report  provides  important  background 
information  on  the  extent  of  home  ownership  of  the  elderly  poor.) 


-  28  - 


Luehrs,  John,  Desonia,  Randy,  and  Brown,  Gretchen,  "Addressing  Health  Care  for  the 
Indigent:  State  Initiatives  1985,"  National  Governor's  Association,  Center  for  Policy 
Research  and  Intergovernment  Health  Policy  Project,  George  Washington  University, 
November  1985. 

Joe  CW,  Meltzer  J, and  Yu  P:  Arbitrary  Access  to  Care:  "The  Case  for  Reforming 
Medicaid  Eligibility".  Health  Affairs.  Vol.4,  No.  1,  Spring,  1985.  (This  article  addresses 
many  of  the  inequities  in  current  Medicaid  eligibility  policies  among  States.) 

National  Governor's  Association:  A  Catalogue  of  State  Medicaid  Program  Changes. 
1984-1985  edition.  (Beginning  in  1981,  this  report  has  been  published  regularly  by  NGA  to 
describe  State  initiatives  and  changes  to  their  Medicaid  programs.) 

National  Governors'  Association,  Unpublished,  internal  survey  of  state  implementation 
efforts  with  targeted  medically  needy  programs,  1986.  Contact:  Ian  Hill. 

Rymer  M,  Burwell  B,  Madigan  D,  and  Adler  G:  Short-Term  Evaluation  of  Medicaid: 
Selected  Issues.  HCFA  Pub.  No.  03186.  October,  1984.  (This  report  reviews  recent 
trends  in  the  Medicaid  program  and  analyzes  available  data  regarding  selected  policy 
issues,  including  State  eligibility  decisions  for  Medicaid.) 

Rymer  M,  Oksman  G,  Bailis  L,  and  Ellwood  D:  Medicaid  Eligibility:  Problems  and 
Solutions.  Westview  Press,  1979.  (This  book  analyzes  key  equity,  incentive,  and 
administrative  issues  in  Medicaid  eligibility  policies  and  presents  recommendations  for 
program  reform.) 

Social  Security  Administration:  Social  Security  Bulletin.  Tables  m-29  and  M-30, 
November,  1985.  (These  tables  report  on  the  number  of  AFDC  recipients  in  1984, 
including  the  AFDC-U  population.) 

Southern  Regional  Task  Force  on  Infant  Mortality:  Final  report  for  the  Children  of 
Tomorrow.  November,  1985.  (This  report  summarized  the  recommendations  of  the  Task 
Force  to  reduce  infant  mortality  and  morbidity  in  the  South.) 


-  29  - 


Chapter  2 

JUGGLING  GOALS  IN  NURSING  HOME  REIMBURSEMENT  POLICY 

By 

Judith  Feder  and  William  Scanlon 

I.  INTRODUCTION 

Controlling  nursing  home  expenditures  has  long  been  a  goal  for  Medicaid  programs. 
Nursing  homes  consume  the  largest  share  of  Medicaid  spending  of  any  service  category, 
absorbing  over  30  percent.*  Nursing  home  expenditures  have  also  been  one  of  the  fastest 
growing  components  of  Medicaid  spending,  despite  consistency  in  coverage  and  eligibility 
policies  and  efforts  to  contain  costs  (Rymer,  1984). 

Many  states  have  tried  to  limit  their  nursing  home  spending  by  controlling  growth  in 
bed  supply  through  certificate-of-need  regulations.  Unfortunately,  nursing  home  capacity 
control  efforts  can  often  have  a  limited  impact  on  spending  increases,  since  higher  costs 
per  day  rather  than  a  greater  number  of  days  often  drive  nursing  home  spending.  At  the 
same  time,  limits  on  bed  growth  have  created  serious  problems  for  access  to  and  quality 
of  nursing  home  care  (Feder  &  Scanlon,  1981).  More  Medicaid  patients  are  seeking  nursing 
home  beds  than  there  are  beds  to  serve  them.  As  a  result,  some  Medicaid  eligibles  may 
never  receive  the  nursing  home  care  their  health  condition  warrants.  Other  Medicaid 
eligibles  have  considerable  waits  for  nursing  home  beds  and  may  lack  the  "freedom  of 
choice"  among  homes  that  Medicaid  theoretically  offers.  Lack  of  choice  also  hampers 
quality  enforcement,  since  states  have  difficulty  closing  beds  when  they  have  nowhere 
else  to  put  patients. 

States  have  tried  to  control  increases  in  nursing  home  costs  per  day  through  changes 
to  reimbursement  policies.  In  this  effort,  states  have  an  advantage  that  they  lack  in 
dealing  with  other  providers.  Medicaid  dominates  the  nursing  home  market,  accounting 
for  about  60  percent  of  all  nursing  home  patients  and  about  50  percent  of  nursing  home 
revenues  (National  Nursing  Home  Survey,  1977,  unpublished  data).  Nursing  homes' 
dependence  on  Medicaid  gives  states  considerable  bargaining  power  in  setting  rates. 

Many  states'  rate-setting  efforts  are  remarkably  sophisticated,  particularly  relative 
to  methods  applied  to  hospitals.  Prospective  rates,  ceilings,  and  efficiency  incentives 
characterized  Medicaid  payments  to  nursing  homes  long  before  these  techniques  appeared 
on  the  hospital  scene.  Although  Medicaid  nursing  home  spending  continues  to  rise  rapidly 
in  the  nation  as  a  whole,  some  states  have  effectively  used  refined  payment  techniques  to 
constrain  nursing  home  costs. 

Rate  constraints,  like  bed  limitations,  however,  can  create  serious  problems  for 
access  to  and  quality  of  care.  It  is  important  to  note  that  some  states  may  be 
constraining  institutional  capacity  and  payment  rates  specifically  in  order  to  free  state 


*This  figure  excludes  intermediate  care  facilities  for  the  mentally  retarded. 
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resources  for  the  development  of  community-based  alternative  services.  Such 
community-based  care  is  more  appropriately  extended  to  patients  with  less  intensive  care 
needs.  Through  their  development,  states  can  attempt  to  re-direct  patients  to 
appropriate  care  settings  and  free  up  institutional  beds  for  individuals  with  the  heaviest 
care  needs.  However,  if  reimbursement  systems  do  not  recognize  and  reflect  the  extra 
needs  of  these  individuals,  nursing  homes  may  be  more  reluctant  to  serve  them  and 
resources  will  be  inadequate  to  meet  their  needs.  As  many  states  recognize,  pursuit  of 
cost  containment  should  not  be  allowed  to  undermine  the  basic  Medicaid  goal  of  assuring 
eligibles  access  to  appropriate  care. 

This  chapter  will  draw  on  states'  experience  to  examine  the  impact  of  various 
approaches  to  nursing  home  payment  on  cost  containment,  access  and  quality  of  care. 
Discussion  will  focus  on  skilled  nursing  and  intermediate  care  facilities  and  will  not 
address  facilities  for  the  mentally  retarded,  which  are  discussed  in  Addendum  A  of  this 
chapter.  Although  the  paper  is  about  reimbursement,  readers  should  recognize  that 
reimbursement  alone  cannot  assure  access  to  good  quality  care  at  acceptable  costs.  As 
noted  throughout,  a  reimbursement  policy  should  be  designed  to  complement,  not 
undermine,  various  other  state  policies. 

Our  analysis  begins  by  examining  historical  trends  in  Medicaid  and  total  spending  on 
nursing  homes,  demonstrating  why  cost  containment  is  an  issue.  We  then  concentrate  on 
two  separate  issues  in  payment  policy:  (1)  promoting  efficiency  without  unduly 
threatening  the  quality  of  nursing  home  care  and  (2)  promoting  access  to  available  nursing 
home  beds  for  patients  with  the  greatest  care  needs  through  a  case-mix  reimbursement 
system. 

In  brief,  our  analysis  concludes  the  following:  Medicaid  can  encourage  nursing  homes 
to  constrain  costs  by  allowing  homes  to  profit  from  cost  reduction.  To  discourage  cost 
reduction  that  threatens  quality,  however,  excessive  penalties  on  higher  cost,  high  quality 
homes  should  be  avoided,  payments  should  distinguish  direct  patient  care  from  other 
costs,  and  the  strongest  profit  incentives  should  be  concentrated  outside  direct  patient 
care.  If  a  state's  cost  constraints  are  particularly  tight  or  its  bed  supply  is  particularly 
limited,  Medicaid  should  consider  a  case-mix  system  to  promote  access  to  care  for 
patients  who  need  it  most.  The  simplest  case-mix  approach  (and  the  one  most  likely  to 
promote  quality)  would  add  to  basic  rates  a  bonus  factor  that  increases  with  patient  care 
needs. 


II.    TRENDS  IN  NURSING  HOME  SPENDING 

Spending  on  nursing  home  care  has  increased  rapidly  and  persistently  during  the  last 
decade.  Between  1975  and  1982,  Medicaid  nursing  home  spending  grew  11.7  percent 
annually  (authors'  calculation  from  data  in  Rymer,  1984).  Although  rates  of  increase 
slowed  in  the  period  from  1982  to  1984,  they  did  not  fall  as  much  for  nursing  homes  as  for 
hospitals,  physicians,  and  ICF/MRs  (Health  Care  Financing  Administration,  1985). 

Limitations  of  Medicaid  data  make  it  difficult  to  distinguish  the  factors  contributing 
to  higher  spending  on  nursing  home  care.  We  can,  however,  examine  the  factors 
contributing  to  increases  in  total  spending  on  nursing  homes.  Since  Medicaid  accounts  for 
almost  half  the  total,  its  experience  is  likely  to  be  consistent  with  aggregate  patterns. 

Between  1970  and  1980,  general  inflation,  reflected  in  higher  prices  nursing  homes 
paid  for  inputs  (staff,  food,  fuel  and  so  on),  explained  about  half  the  increase  in  total 
spending  on  nursing  home  care.    Just  over  one-fourth  the  total  increase  came  from 


-  32  - 


greater  nursing  home  use,  partly  due  to  national  increases  in  the  number  of  older  elderly 
and  partly  due  to  a  greater  propensity  to  use  nursing  homes  at  any  given  age.  The 
remainder — just  under  one-fourth  the  total — reflected  some  combination  of  increases  in 
quality,  inefficiency,  and  nursing  home  profits  (Scanlon,  1985). 

As  is  often  the  case,  national  averages  disguise  tremendous  variation  in  states' 
experience.  In  1980,  the  U.S.  as  a  whole  had  54  beds  per  thousand  elderly.  But  state  bed 
supplies  ranged  from  a  low  of  23  beds  per  thousand  elderly  in  West  Virginia  to  a  high  of 
94  beds  per  thousand  elderly  in  Wisconsin.  Rates  of  growth  in  nursing  home  beds  also  vary 
considerably  from  state  to  state.  Between  1976  and  1980,  many  states'  bed  supplies  grew 
more  slowly  than  their  elderly  populations — reducing  the  number  of  beds  per  thousand 
elderly.  While  some  of  these  states  (like  Montana  and  Nebraska)  had  relatively  high  bed 
supplies  to  start  with,  others  (like  Florida  and  the  District  of  Columbia)  had  very  limited 
bed  supplies.  However,  the  highest  growth  rates  in  the  period  (exceeding  10  percent)  were 
experienced  by  states  with  very  low  bed  supplies  in  1976  (Hawaii,  Kentucky,  and  Nevada) 
(U.S.  General  Accounting  Office,  1983). 

States  have  also  varied  tremendously  in  growth  rates  for  Medicaid  nursing  home 
spending.  Between  1975  and  1982,  West  Virginia  and  Missouri  led  the  nation  with  annual 
growth  rates  of  32  percent — more  than  three  times  the  annual  growth  rate  for  California, 
the  lowest  at  9.6  percent  (Rymer,  1984).  To  some  extent,  high  growth  rates  may  have 
resulted  from  conscious  state  policy.  Certainly  a  portion  of  the  increase  in  spending  over 
time  has  reflected  desired  increases  in  the  quality  and  availability  of  care.  Many  of  the 
fastest  growing  states  (including  West  Virginia  and  Missouri)  were  initially  among  the 
lowest  spenders  (per  elderly  resident)  on  nursing  home  care,  and  may  well  have  wanted  to 
increase  their  spending  levels.  However,  other  states  with  greater  than  average  spending 
increases  (e.g.,  Alaska,  Minnesota,  Hawaii,  Washington,  New  Jersey,  Ohio)  were  already 
among  the  highest  in  their  nursing  home  spending  (per  elderly) — raising  questions  about 
whether  they  intended  such  rapid  growth  (U.S.  General  Accounting  Office,  1983). 

Reimbursement  policy  is  a  critical  influence  on  the  overall  supply  of  nursing  home 
beds,  their  use  by  Medicaid  patients,  and  the  daily  cost  of  care.  States  dissatisfied  with 
levels  of  spending  or  rates  of  growth  are  therefore  wise  to  give  careful  thought  to  the 
structure  of  their  payment  policies. 


III.   MEDICAID  POLICY  TOWARDS  NURSING  HOME  PAYMENT 

It  seems  relatively  uncontroversial  to  assert  that  state  policies  toward  nursing  homes 
should  encourage  appropriate  use  and  efficient  delivery  of  acceptable  quality  care. 
Reimbursement  policy  by  itself  cannot  assure  achievement  of  all  these  goals,  but  it  should 
not  impede  their  achievement.  While  reimbursement  is  the  primary  tool  for  controlling 
costs  and  promoting  efficiency,  it  works  alongside  other  policies  to  assure  quality  and 
access.  Reimbursement  is  a  relatively  weak  instrument  for  promoting  quality.  Paying 
more  money  can  enhance  nursing  homes'  capacity  to  deliver  quality  care,  but  it  cannot 
guarantee  that  they  will  deliver  it.  Reimbursement's  job  is  to  support  the  primary  tools 
of  assuring  quality  health  care — active  enforcement  of  performance  standards  through 
licensure  and  Medicaid  certification. 

Reimbursement  has  a  more  direct  impact  on  access  to  care — higher  rates  make  it 
easier  for  Medicaid  patients  to  find  beds,  as  homes  willingly  allocate  a  larger  share  of 
beds  to  Medicaid  recipients.  But  even  here,  other  policies  are  important.  More  use  does 
not  necessarily  mean  appropriate  use.  Preadmission  screening  or  provision  of  community 
care  may  be  critical  to  achieving  appropriate  nursing  home  use  systemwide,  regardless  of 
the  payment  policies  Medicaid  programs  employ.    (In  Addendum  C  of  this  chapter, 
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preadmission  screening  will  be  discussed  specifically.  Home  and  community-based 
services  are  addressed  separately  in  Chapter  3). 

Recognizing  the  importance  of  other  policies  to  achieving  Medicaid  goals,  this  paper 
focuses  on  the  way  reimbursement  policy  can  promote  cost  containment  without  unduly 
jeopardizing  quality  or  appropriate  access.  Our  discussion  first  addresses  how  best  to 
structure  payments  for  operating  costs  to  balance  efficiency  and  quality  goals  and  then 
examines  how  to  use  rates  to  promote  access  to  care  for  patients  who  need  it  most. 
Payment  for  capital,  another  major  issue  in  nursing  home  reimbursement,  is  dealt  with 
separately  in  Addendum  B  of  this  chapter. 

A.    Balancing  Cost  Containment  and  Quality 

If  nursing  homes  operated  in  a  normal  market,  their  revenues  would  not  depend 
directly  on  their  costs.  Like  other  businesses,  homes  would  try  to  minimize  their  costs  in 
order  to  maximize  their  profits  or  net  revenues.  Historically,  Medicaid  reimbursement 
policies  have  deviated  from  the  normal  market  by  linking  rates  strongly  to  current  or  past 
facility  costs. 

Cost-based  reimbursement  lowers  the  price  of  inefficiency.  Nursing  home  managers 
know  they  can  tolerate  inefficiency,  since  Medicaid  pays  all  or  a  substantial  share  of  the 
cost  of  additional  or  overpriced  inputs.  The  key  to  discouraging  inefficiency  is  to  weaken 
the  tie  between  Medicaid  rates  and  nursing  homes'  costs — in  other  words,  to  offer  nursing 
homes  the  penalty  for  inefficiency  and  the  reward  for  efficiency  that  a  normal  market 
would  provide.  Federal  law  requires  that  Medicaid  payments  to  nursing  homes  cover  the 
costs  of  economically  and  efficiently  operated  facilities.  Although  the  need  for  some  tie 
between  rates  and  costs  therefore  remains,  statutory  language  gives  states  considerable 
leeway  to  define  a  specific  link. 

Almost  all  Medicaid  programs  have  avoided  the  direct  link  between  cost  and  rates 
that  exists  in  retrospective  payment  systems.  The  few  states  that  still  have  retrospective 
elements  in  their  systems  have  incorporated  other  mechanisms  to  control  costs. 

Prospective  systems,  which  set  rates  in  advance,  have  become  the  predominant  mode 
of  nursing  home  payment.  But  even  prospective  rates  may  be  too  closely  tied  to  costs  to 
promote  efficiency.  Prospective  payment  systems  in  which  each  home's  rate  is  a  function 
of  its  previous  year's  costs  (i.e.,  systems  with  annual  rebasing)  offer  nursing  homes  little 
more  reward  for  controlling  costs  than  do  retrospective  systems.  With  rates  adjusted 
annually  to  reflect  a  previous  year's  costs,  nursing  home  operators  know  that  a  cost 
incurred  this  year  will  mean  a  higher  rate  in  subsequent  years.  The  extra  spending  in  the 
base  year  is  essentially  an  investment  that  will  produce  more  revenue  for  the  indefinite 
future.  Hence,  it  may  make  considerable  economic  sense  to  "lose"  money  this  year  in 
order  to  earn  money  later.  As  a  result,  simple  prospective  systems  with  annual  rebasing 
do  little  to  slow  spending  increases. 

To  counteract  this  reward  to  spending,  many  prospective  systems  have  incorporated 
explicit  rewards  to  cost  reduction.  So-called  "efficiency  incentives"  are  designed  to  pay 
homes  a  bonus  for  not  spending  money.  These  bonuses  are  created  by  letting  homes  share 
the  difference  between  a  target  rate  and  their  actual  costs.* 


*Both  retrospective  and  prospective  systems  can  have  efficiency  incentives.  In  a 
retrospective  system,  the  bonus  is  paid  in  the  current  year  based  on  actual  costs  in  the 
same  year.  In  a  prospective  system,  the  bonus  is  also  calculated  by  comparing  the  current 
year's  cost  to  the  target  rate,  but  it  is  added  to  the  following  year's  rate. 
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Efficiency  incentives  raise  the  price  of  inefficiency.  However,  only  when  homes  can 
keep  100  percent  of  cost  savings  will  they  face  the  full  price  and  therefore  be  expected  to 
operate  as  efficiently  as  possible.  Giving  the  homes  100  percent  of  the  savings  means 
paying  the  home  the  target  rate,  regardless  of  costs.  Flat  rate  systems  do  this,  paying  a 
single  rate  to  all  homes  (or  similar  groups  of  homes).  Although  the  rate  is  tied  to 
industry-wide  costs  (set  at  the  median,  the  average  or  some  other  percentile),  its 
independence  from  each  home's  actual  costs  creates  the  incentive  to  minimize  costs  that 
the  normal  market  would  provide.  In  practice,  flat  rate  systems  have  proved  extremely 
effective  in  containing  nursing  home  spending  (Scanlon,  forthcoming  publication). 

Were  cost  containment  a  state's  only  goal,  a  flat  rate  system  would  clearly  be  the 
payment  method  of  choice.  But  a  system  that  rewards  cost  reduction  not  only  rewards 
efficiency;  it  may  also  reward  reduction  in  the  quality  of  care.  To  reduce  their  costs, 
nursing  homes  can  become  more  efficient  or  can  reduce  investment  in  the  care  they 
provide.  Unfortunately,  we  cannot  measure  quality  of  care  well  enough  to  distinguish  one 
type  of  behavior  from  the  other.  Quality  regulation  through  licensure  and  certification 
sets  only  minimum  standards  for  quality  of  care.  Homes  above  those  standards  may  vary 
considerably  in  their  actual  quality  of  care,  and  the  subtleties  of  care  delivery  are 
difficult  to  recognize  in  the  payment  process. 

Some  states,  like  Illinois  and  Florida,  have  recently  begun  to  pay  bonuses  to  homes 
whose  care  practices  are  deemed  of  higher  quality.  However,  bonuses  may  not  be 
sufficient  to  offset  a  base  rate's  incentive  to  lower  spending.  Considerable  development 
of  quality  measures  will  be  needed  before  states  can  be  comfortable  tying  base  rates  to 
quality  indicators.  Such  development  should  be  encouraged,  but  it  will  undoubtedly 
remain  difficult  to  explicitly  identify  all  aspects  of  quality  care. 

As  a  result,  a  payment  system  that  sets  rates  independent  of  costs  will  reward  not 
only  efficient,  low  cost  providers  but  also  will  reward  providers  whose  low  costs  result 
from  poor  quality  services.  Similarly,  flat  rates  will  penalize  providers  whose  high  costs 
reflect  high  quality  care  at  the  same  time  they  rightly  penalize  inefficient,  high  cost 
homes.  The  lower  the  state  sets  its  flat  rate,  the  more  high  cost,  high  quality  homes  will 
be  forced  to  reduce  costs,  possibly  at  the  expense  of  quality  care,  and  the  more  high  cost, 
inefficient  homes  may  choose  to  reduce  quality  as  well  as  inefficiency. 

Is  it  possible  for  a  state  to  reward  a  home  for  cost  reduction  without  discouraging 
quality  of  care?  Although  the  tension  between  cost  containment  and  quality  cannot  be 
eliminated,  there  are  ways  to  reduce  the  threat  to  quality  that  comes  with  severing  rates 
from  costs. 

1.     Trended  Cost-Based  Systems 

The  first  way  is  to  adopt  a  cost-based  prospective  system  without  annual  rebasing. 
Such  a  system  would  accept  each  facility's  costs  in  a  base  year  (or  each  facility's  costs  up 
to  a  ceiling)  and  set  future  rates  by  trending  the  base  rate  annually  with  an  inflation 
measure  outside  the  homes'  control.  Each  home  would  effectively  face  its  own  flat  rate, 
and  homes  would  accordingly  profit  from  reducing  their  costs. 

A  payment  system  of  this  type  can  achieve  the  same  savings  as  a  flat  rate  system, 
while  penalizing  fewer  homes.  States  will  set  their  rates  partially  to  meet  budgetary 
objectives.  Federal  statute  requires  that  budgetary  considerations  not  result  in  rates 
below  the  costs  of  economically  and  efficiently  operated  facilities.  How  much  rates 
exceed  that  standard  is  a  matter  of  state  discretion.  Under  a  trended  system,  a  state  will 
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choose  its  maximum  rate  to  achieve  its  budgetary  target  and  will  pay  the  full  costs  of  all 
homes  with  base  year  costs  below  that  rate.  If  the  state  adopted  the  trended  system's 
maximum  rate  as  a  flat  rate,  spending  would  exceed  the  budgetary  target.  That  is 
because  a  flat  rate  provides  a  payment  in  excess  of  costs  to  homes  with  costs  below  the 
rate.  To  meet  the  same  budgetary  target  and  fund  these  payments  in  excess  of  costs,  the 
state  must  choose  a  flat  rate  below  the  trended  system's  maximum.  With  this  choice,  a 
state  will  put  pressure  on  more  homes  to  curtail  costs.  The  inherent  risk  is  that  the  lower 
rate  may  put  excessive  pressure  on  a  larger  number  of  high  cost,  high  quality  homes. 

Although  a  trended  system  will  put  less  pressure  on  some  high  cost,  high  quality 
facilities,  it  will  (like  a  flat  rate  system)  have  the  negative  effect  of  rewarding  all  homes 
for  cost  savings  due  to  quality  reduction.  If  states  are  reluctant  to  risk  encouraging 
quality  reduction  or  wish  to  support  quality  enhancement,  other  refinements  are  required. 

2.  Distinguishing  Between  Patient  and  Non-Patient  Care  Activities 

The  second  refinement  is  to  distinguish  payment  for  direct  patient  care  activities 
from  payment  for  activities  that  are  more  removed  from  patient  care.  Although  all 
elements  of  nursing  home  spending  combine  to  affect  quality,  it  seems  reasonable  to 
assume  (as  several  states  have  done)  that  spending  on  activities  like  administration, 
utilities,  and  maintenance  have  a  less  direct  impact  on  patients  than  does  spending  on 
nursing  salaries  and  supplies,  social  and  recreational  staff,  food  and  the  like.  The  purpose 
of  this  distinction  is  to  discourage  nursing  homes  from  reducing  what  they  spend  on  direct 
patient  care,  which  may  contribute  most  to  quality. 

Distinguishing  areas  of  payment  could  restore  to  Medicaid  some  of  the  incentives 
that  appear  to  be  operating  in  the  private  market.  Research  indicates  that  homes  under 
market  pressure  do  devote  special  attention  to  investment  in  direct  patient  care.  Homes 
with  predominantly  private-pay  patients  devote  a  larger  share  of  expenditure  growth  to 
patient  care  than  do  predominantly  Medicaid  homes.  It  seems  the  need  to  attract  private 
patients  promotes  investment  in  quality.  In  predominantly  Medicaid  homes  in  states  that 
aggressively  control  costs,  the  reverse  is  true.  Dependence  on  Medicaid  apparently  allows 
homes  to  pay  less  attention  to  patient  satisfaction  and  greater  attention  to  administrative 
ease  (Holahan,  1986). 

Medicaid  policy  could  alter  this  behavior  by  separating  payment  for  patient  and 
nonpatient  care  and  reducing  the  pressure  for  cost  reduction  in  patient  care  areas. 
Establishing  a  penalty  for  excessive  cost  reductions  in  direct  patient  care  costs  would 
achieve  this  goal.  When  a  home's  patient  care  costs  fell  significantly  below  its  rates  (say 
to  less  than  90  percent),  its  patient  care  rate  would  be  lowered  to  reflect  actual  costs. 
This  approach  would  limit  the  reward  to  cost  reduction.  Consideration  might  also  be 
given  to  encouraging  low  cost,  low  quality  homes  to  improve.  On  a  temporary  basis, 
homes  with  patient  costs  below  some  threshold  (say  the  25th  percentile)  could  be  paid  a 
flat  rate  equalling  that  threshold.  After  one  or  two  years,  their  rates  would  become 
cost-based  and  would  then  be  trended  forward.  If  homes  had  spent  the  additional  revenue 
on  patient  care,  they  would  have  a  higher  rate.  If  they  had  treated  the  extra  revenue  as  a 
profit,  their  rates  would  decline. 

3.  Periodic  Rebasing 

A  final  refinement  would  be  to  rebase  rates  periodically.  Every  three  years  or  so,  the 
state  would  use  facilities'  actual  costs  to  set  a  new  base  rate  to  be  trended  forward. 
Periodic  rebasing  would  capture  for  the  state  a  share  of  any  cost  savings  the  new  system 
had  induced.  These  savings  are  likely  to  be  substantial,  since  the  years  under  systems 
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with  weaker  incentives  most  likely  bloated  base  year  costs.  Rebasing  would  also  avoid 
any  unintended  problems  of  over  or  underpayment  that  reliance  on  an  exogenous  index 
could  produce. 

B.    Juggling  Access  with  Cost  Containment  and  Quality  -  Adopting  a  Case-Mix 
Reimbursement  System 

Aggressive  cost  containment  can  create  problems  for  access  as  well  as  for  quality  of 
care.  Because  the  demand  for  nursing  home  care  typically  exceeds  the  supply  of  available 
beds  and  because  Medicaid  rates  are  inevitably  lower  than  private  charges,  nursing  homes 
prefer  private-pay  to  Medicaid  patients.  Two  factors  are  likely  to  exacerbate 
discrimination  against  Medicaid  patients  in  the  future.  Most  current  is  Medicare's 
adoption  of  a  prospective  payment  system  for  hospitals,  which  rewards  hospitals  for 
shortening  lengths  of  stay.  Patients  leaving  hospitals  "sicker  and  quicker"  may  seek 
nursing  home  care  for  recuperation  or  therapy  they  previously  would  have  experienced  in 
the  hospital.  Although  most  nursing  homes  have  historically  avoided  short-term, 
post-acute  patients,  their  growing  numbers  (purchasing  care  with  both  private  as  well  as 
Medicare  dollars)  may  well  increase  these  patients'  attractiveness  relative  to  at  least 
some  Medicaid  patients. 

Over  the  long  term,  growing  numbers  of  elderly,  especially  the  very  old  who  are  most 
likely  to  need  nursing  home  care,  will  also  increase  the  demand  for  nursing  home  beds.  In 
recent  years,  nursing  home  beds  have  not  increased  as  fast  as  the  population  expected  to 
use  them.  If  that  trend  continues,  Medicaid  patients  will  have  an  increasingly  difficult 
time  finding  available  beds. 

Were  Medicaid  rates  to  fall  dramatically  due  to  vigorous  pursuit  of  cost  containment, 
Medicaid  patients  might  face  even  more  serious  access  problems.  Medicaid  recipients 
unable  to  gain  nursing  home  access  could  pose  a  cost  problem  to  states,  if  Medicaid  or 
other  state  and  local  funding  sources  paid  for  patients  backed  up  in  hospitals  awaiting 
nursing  home  beds.  Even  if  access  is  not  a  general  problem,  nursing  homes  are  likely  to 
favor  some  Medicaid  patients  over  others — specifically,  Medicaid  patients  needing  little 
care  over  Medicaid  patients  with  extensive  and  costly  care  needs. 

Since  traditional  Medicaid  payment  systems  do  not  vary  rates  sufficiently  with 
patients'  care  needs,  nursing  homes  benefit  financially  from  serving  lighter  care  patients. 
This  is  so  even  if  a  state  uses  a  full  retrospective  payment  system.  That  system  will  pay 
homes  their  average  costs,  not  the  costs  associated  with  specific  Medicaid  patients.  If  a 
home's  Medicaid  patients  need  less  care  than  the  home's  private  patients,  Medicaid  rates 
equal  to  average  cost  represents  a  subsidy  from  Medicaid  to  private  patients. 

States  have  taken  a  number  of  steps  to  prevent  this  discrimination  and  the 
inappropriate  nursing  home  use  it  can  encourage.  Expanded  community  and  in-home  care 
aims  to  serve  people  who  need  help  functioning  but  can  manage  outside  the  nursing  home. 
Preadmission  screening  aims  to  direct  people  to  these  community-based  services  and  to 
assure  that  only  people  who  truly  need  nursing  home  care  are  actually  admitted. 

Although  these  policies  can  make  important  contributions  to  assuring  appropriate 
nursing  home  use,  if  they  run  counter  to  the  incentives  of  nursing  home  payment,  they  are 
fighting  an  uphill  battle.  Community  services  are  not  so  widespread  that  they  will 
necessarily  reach  all  potential  nursing  home  users,  and  preadmission  screeners  will  have 
difficulty  denying  nursing  home  admission  to  a  person  who  needs  assistance,  wants  to 
enter  the  nursing  home  and  is  welcomed  by  a  nursing  home  administrator.  Furthermore, 
preadmission  screening  does  not  provide  a  means  to  secure  discharges  for  patients 
converting  to  Medicaid  after  entering  on  a  private  pay  basis  or  entering  with  a  genuine 
care  need  which  has  been  eliminated. 
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Reimbursement  reform  can  make  nursing  homes  allies  in  the  pursuit  of  appropriate 
placement.  By  paying  more  the  more  a  patient's  care  costs,  Medicaid  can  make  homes 
indifferent  to  the  level  of  care  a  given  patient  requires  or  can  actually  encourage  homes 
to  admit  patients  needing  the  most  care.  These  systems  need  not  raise  total  Medicaid 
spending.  The  point  is  simply  to  alter  relative  rates  for  different  patients.  Several  states 
have  adopted  case-mix  payment  systems  to  improve  access  for  heavy  care  patients,  as 
well  as  to  assure  that  each  home  is  paid  appropriately  for  the  kinds  of  patients  it  treats. 

As  described  below,  implementation  of  a  case-mix  system  requires  a  considerable 
administrative  investment.  Before  engaging  in  this  effort,  states  have  to  determine 
whether  or  not  they  need  what  that  system  will  accomplish.  Most  importantly,  do  they 
need  mechanisms  to  improve  access  to  care  and  produce  a  better  allocation  of  beds? 
Second,  do  they  need  to  alleviate  inequities  in  payment? 

To  answer  the  first  question,  a  state  must  decide  whether  and  for  whom  it  faces  an 
access  problem.  As  stated  at  the  outset,  a  state  that  has  aggressively  constrained  its 
supply  of  beds  is  likely  to  experience  high  occupancy  rates,  long  waiting  lists  for  nursing 
home  care,  hospital  complaints  about  placing  heavy  care  or  Medicaid  patients,  and  other 
indicators  of  access  problems.  In  these  circumstances,  it  is  worth  considering  refining  the 
payment  system  to  facilitate  more  appropriate  use  of  a  limited  number  of  nursing  home 
beds.  Such  refinements  can  help  to  facilitate  the  most  appropriate  use  of  institutional 
vis-a-vis  community-based  services  by  helping  to  concentrate  nursing  home  services  on 
heavier  care  patients.  Refinement  may  also  be  appropriate  in  states  where  bed  supply  is 
not  so  tightly  constrained,  but  where  patients  with  specific  conditions  are  hard  to  place. 

Inequities  across  homes  may  also  justify  adoption  of  a  case-mix  system.  A  state 
pursuing  aggressive  cost  containment  may  be  imposing  excessive  penalties  on  homes 
serving  heavy  care  patients.  Homes  may  exceed  flat  rates  or  ceilings  not  only  because 
they  are  inefficient  but  also  because  of  a  heavy  case-mix.  To  correct  or  prevent  this 
inequity,  a  case-mix  system  may  be  desirable. 

A  state  wishing  to  pursue  case-mix  reimbursement  must  recognize  that  just  as  there 
are  conflicts  between  cost  containment  and  quality,  there  is  a  conflict  between  access 
incentives  and  quality  promotion.  Allowing  homes  to  profit  more  from  heavy  care 
patients  encourages  their  admission.  But  opportunities  to  profit  may  be  disincentives  to 
spend  on  patient  care,  potentially  reducing  quality  of  care.  The  trick,  as  always,  is  to 
balance  these  goals.  The  following  discussion  examines  how  three  elements  of  system 
design — the  case-mix  measure,  the  method  of  rate  determination,  and  the  frequency  of 
assessment  —  determine  incentives  for  access  and  quality  and  the  administrative  issues  a 
case-mix  system  must  address. 

1.     Measuring  and  Valuing  Patient  Needs 

The  first  element  of  a  case-mix  system  is  the  construction  of  the  case-mix  measure. 
The  case-mix  measure  is  the  score  that  is  assigned  to  patients,  based  on  their 
characteristics  and  the  services  they  need  or  receive.  The  choice  of  characteristics  or 
services  to  measure  and  the  values  assigned  them  affect  the  incentives  created  for  access 
and  optimal  care  delivery.  Unfortunately,  as  always,  there  are  conflicts  in  designing 
case-mix  measures  to  pursue  both  goals. 

Case-mix  systems  aim  to  secure  access  for  patients  that  nursing  homes  are  reluctant 
to  admit  because  of  their  greater  care  costs.  To  overcome  this  reluctance,  existing 
case-mix  measures  distinguish  differences  in  the  kind  and  cost  of  services  patients  need 
or  receive. 
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However,  differences  in  direct  service  costs  may  not  be  the  only  barrier  to  access. 
Homes  may  avoid  patients  who  negatively  affect  their  operations  or  atmosphere.  For 
example,  patients  with  behavioral  problems  who  are  noisy  or  abuse  other  patients  or  staff 
or  patients  with  communicable  diseases  requiring  isolation  may  be  avoided,  even  when 
their  direct  service  costs  are  to  be  fully  reimbursed.  When  gaining  access  for  such 
patients  is  desired,  an  adjustment  to  the  case-mix  measure  beyond  that  reflecting  the 
direct  cost  differences  is  needed. 

Basing  a  case-mix  measure  solely  on  service  costs  also  may  encourage  the 
overprovision  of  unnecessary,  unwanted  expensive  services.  To  gain  access  for  a  patient 
requiring  tube  feeding,  the  genuinely  higher  costs  of  this  service  need  to  be  recognized. 
But  rewards  should  not  be  so  great  as  to  encourage  homes  to  tube-feed  patients  who  do 
not  absolutely  require  it.  Preferred  substitute  services — like  spoon  feeding — need  to  be 
identified  and  rates  set  to  make  these  services  attractive  for  homes  to  provide. 

Even  if  based  on  service  costs  alone,  developing  a  case-mix  measure  is  a  complex 
endeavor  given  the  multitude  of  different  services  nursing  home  patients  receive  and  the 
variety  of  factors  related  to  the  patient  and  home  that  cause  costs  to  vary.  Several 
examples  illustrate  only  a  fraction  of  the  problem. 

First,  a  broadly  defined  service  such  as  assistance  in  eating  may  involve  excessive 
variation  in  costs  and  require  further  subdivision.  A  study  of  resource  use  in  Minnesota 
indicated  that  the  amount  of  staff  time  needed  to  serve  patients  a  meal  ranged  from  1 
minute,  for  independent  patients,  to  17  minutes,  for  patients  needing  to  be  fed  by  staff. 
In  between  were  patients  who  needed  some  help  (4  minutes),  and  patients  who  needed 
considerable  help  (11  minutes)  (Manard,  1985).  A  case-mix  measure  that  failed  to  take 
into  account  these  variations  would  encourage  access  for  people  who  need  some  help  in 
eating  without  helping  those  with  greater  need  for  assistance. 

Second,  a  case-mix  measure  should  recognize  that  certain  characteristics  interact  to 
increase  costs.  Presence  of  a  behavior  problem,  for  example,  was  found  to  double  the 
staff  time  to  serve  meals  to  Minnesota's  nursing  home  residents.  Recognition  of  this 
interaction  is  needed  to  prevent  discrimination  against  certain  types  of  patients. 

Finally,  anomalies  in  the  relationship  between  sickness  or  dependency  and  costs  need 
to  be  recognized.  While  it  is  generally  true  that  sicker,  more  dependent  patients  use  more 
resources,  there  are  instances  in  which  greater  independence  adds  to  costs.  In  the 
Minnesota  study  cited,  providing  toileting  assis-ance  to  patients  who  were  ambulatory 
with  help  required  3  to  5  times  more  staff  time  than  providing  toileting  assistance  for 
bedfast  patients. 

In  designing  a  case-mix  measure,  it  is  not  always  possible  to  take  all  these 
complexities  into  account.  In  addition  to  offering  the  proper  incentives,  a  case-mix 
measure  needs  to  remain  as  simple  as  possible  to  increase  both  administrative  feasibility 
and  comprehension. 

Current  systems  have  used  two  general  approaches  to  case-mix  measurement:  (1) 
measuring  the  resources  used  in  providing  individual  services  and  summing  service 
requirements  for  patients  (as  in  Maryland  and  Ohio)  and  (2)  using  statistical  techniques 
and/or  clinical  expertise  to  distinguish  different  patient  groups  with  homogenous  resource 
use  (as  in  Minnesota  and  New  York)  (Manard,  1985;  Frees  and  Cooney,  1985). 
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Each  method  has  advantages  and  disadvantages.  The  former  is  the  most 
comprehensible  and  the  easiest  mnethod  to  adjust  rewards  to  encourage  access  of  specific 
service  delivery.  It,  however,  ignores  the  interactions  contributing  to  cost  variations. 
The  grouping  method  takes  account  of  some  interactions.  However,  this  method  can  only 
reward  the  provision  of  individual  services  by  creating  larger  numbers  of  groups,  thereby 
sacrificing  simplicity. 

Case-mix  measurement  is  in  an  evolutionary  stage.  As  more  states  adopt  case-mix 
systems,  more  has  been  learned  about  the  variation  in  care  costs  and  designing  case-mix 
measures  to  have  desirable  attributes.  However,  an  ideal  measure  or  method  applicable 
to  all  states  does  not  exist.  A  state  considering  adoption  should  review  the  nature  of  the 
access  problem  it  faces,  the  type  of  care  it  wishes  to  encourage,  and  how  the  existing 
measures  relate  to  those  objectives.  It  then  faces  the  choice  of  developing  its  own 
measure  or  adapting  another  system  to  its  needs.  Adaptation  rather  than  adoption  of 
another  system  is  required  since  the  values  used  in  any  measure  reflect  the  particular 
historical  pattern  of  patients,  staffing,  and  care  practices  of  another  state. 

2.     Rate  Determination 

Case-mix  systems'  success  in  promoting  access  depends  on  how  much  they  allow 
homes  to  profit  from  admitting  heavier  care  patients.  Three  methods  of  case-mix 
payment  can  be  distinguished,  based  on  the  profit  they  provide. 

The  first  method  establishes  rates  based  on  patient  care  need  but  independent  of 
individual  homes'  actual  costs.  Homes  receive  more  or  less  revenue  dependent  on  the 
patients  they  have,  but  their  revenue  does  not  depend  on  how  much  is  spent  for  those 
patients.  This  method  offers  homes  the  maximum  profit  from  serving  heavy  care  patients. 

A  second  method  for  determining  case-mix  rates  uses  patient  needs  to  set  limits  on 
reimbursable  costs.  Homes  only  receive  more  revenue  for  heavy  care  patients  if  they 
increase  their  costs,  and  case  mix  affects  rates  only  if  a  home's  costs  are  close  to  the 
limit.  This  method  offers  homes  no  profit  from  serving  heavy  care  patients. 

A  third  method  combines  the  tie  to  costs  with  a  profit  incentive.  It  adds  a 
supplementary  payment  dependent  on  patient  need  to  a  basic  cost-based  rate.  The  home 
receives  more  revenue  the  more  it  spends  and  the  more  heavy  care  patients  it  serves. 

Each  approach  has  different  incentives  for  admitting  heavier  care  Medicaid  patients 
and  for  the  type  of  care  provided. 

•     Rate  Independent  of  Home  Costs 

The  patient-related  rate  independent  of  home  costs  has  been  used  in  both  Illinois  and 
Maryland,  and  was  used  in  an  experiment  in  San  Diego.  Because  this  method  allows  homes 
a  profit  each  time  they  admit  a  heavy  care  patient,  its  access  incentives  are  strong. 

Empirical  evidence  from  Maryland  (Feder  and  Scanlon,  forthcoming  publication)  and 
San  Diego  (Meiners  et.  al.,  1985)  confirms  that  payment  incentives  can  promote  access. 
Evaluations  of  changes  in  case-mix  under  both  systems  revealed  shifts  in  the  nursing  home 
population  in  favor  of  heavy  care  and  away  from  lighter  care  patients.  Homes  in  both 
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systems  readily  acknowledged  a  shift  in  the  kind  of  patient  they  wanted  to  serve,  and 
hospital  personnel  reported  far  greater  ease  in  finding  nursing  home  beds  for  discharged 
patients  needing  intensive  nursing  home  care.  Illinois  officials  reported  few  problems  in 
placing  heavy  care  patients  in  nursing  homes  despite  their  small  bed  supply  and  low 
overall  Medicaid  rates.  These  systems'  impact  on  the  quality  of  care  may  not  be 
desirable,  since  the  profits  that  promote  access  simultaneously  discourage  investment  in 
care. 

•  Costs  to  a  Limit 

The  second  method  of  determining  rates  is  cost-based.  Both  Ohio  and  West  Virginia 
use  retrospective  cost-based  systems,  in  which  ceilings  vary  with  a  home's  case  mix. 
Cost-based  systems  are  supportive  of  spending  and  therefore  less  threatening  to  quality. 
Research  demonstrates  the  different  impacts  on  resource  use  of  the  first  and  second 
payment  methods.  Data  on  changes  in  case-mix  and  nursing  home  expenditures  per  day 
for  homes  in  Illinois  and  West  Virginia  have  been  analyzed.  As  average  Medicaid  patient 
care  needs  increased  in  Illinois,  there  were  very  small  increases  in  expenditures  on  nursing 
resources.  By  contrast,  in  West  Virginia  (which  used  the  second  method)  increases  in 
case-mix  were  accompanied  by  a  proportional  increase  in  spending  on  nursing  care 
(Holahan,  1986). 

Though  supportive  of  quality,  cost-based  systems  do  not  reward  homes  for  admitting 
heavy  care  patients.  At  best,  they  are  neutral.  Homes  only  receive  additional  revenue 
for  admitting  a  heavy  care  patient  if  their  costs  have  been  above  the  ceiling.  An 
additional  heavy  care  patient  will  then  raise  the  home's  ceiling  and  the  percentage  of 
costs  that  is  reimbursed  will  be  increased.  In  essence,  the  home's  losses  on  Medicaid 
patients  will  be  reduced. 

The  majority  of  homes,  with  costs  below  the  ceiling,  can  admit  heavy  care  patients 
and  have  additional  spending  reimbursed.  However,  since  these  homes'  costs  are  below 
the  ceiling,  additional  spending  would  be  reimbursed,  whether  or  not  it  was  associated 
with  greater  numbers  of  heavy  care  patients.  In  fact,  homes  can  actually  lose  by 
admitting  a  heavy  care  patient  under  these  systems.  As  noted  above,  Medicaid  rates  are 
based  on  average  costs,  and  homes  benefit  when  Medicaid  patients  require  less  resources 
than  private  patients.  Then  Medicaid  patients,  in  essence,  subsidize  the  private  patients. 
When  homes  admit  more  heavy  care  Medicaid  patients,  this  subsidy  is  reduced. 

•  Supplements  to  a  Cost-Based  Rate 

A  slight  adaptation  to  the  cost-based  method  creates  a  third  approach  to  rate 
determination  that  can  support  both  quality  and  access.  The  third  method  would  provide 
supplementary  payments  based  on  patient  care  needs.  Quality  may  be  fostered  by  making 
the  base  rate  depend  on  actual  or  trended  patient  care  costs,  as  discussed  previously. 
Heavy  care  patient  access  will  be  encouraged  by  the  supplementary  payments  which  are 
simple  rewards  or  profits  for  serving  such  patients. 

3.    Assessment  Process 

The  third  key  element  of  a  case-mix  system  involves  the  assessment  process.  Two 
aspects  of  the  process  are  important:  (1)  the  frequency  with  which  patient  status  is 
assessed  and  (2)  whether  assessments  are  used  to  set  rates  for  each  individual  patient  or 
for  the  entire  facility. 
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Frequency  of  assessment  is  not  defined  by  how  often  assessors  review  patients. 
Rather  it  is  defined  by  how  much  patients'  day-to-day  changes  are  taken  into  account, 
regardless  of  when  review  takes  place.  At  the  extreme  are  systems  that  assess  each 
patient's  status  daily.  In  these  systems,  each  patient's  full  record  is  reviewed 
retrospectively  and  any  change  in  service  need  that  occurs  results  in  a  change  in  the 
case-mix  measure  used  for  rate  setting.  Other  systems  measure  patient  needs  at  a  point 
in  time  and  use  this  information  prospectively  to  establish  a  rate  that  applies  until  the 
next  assessment.  In  some  systems,  the  assessment  and  prospective  rate  determination 
applies  to  the  individual  patient.  An  assessment  is  done  upon  admission  and  a  rate 
established  for  the  patient  until  reassessment  or  discharge.  Other  systems  assess  the 
entire  facility  and  prospectively  set  a  uniform  rate  for  all  Medicaid  patients  served.  With 
this  system,  admissions  and  discharges  will  not  immediately  affect  the  home's  rate. 

The  retrospective  daily  approach,  used  in  Maryland,  Ohio,  and  West  Virginia,  presents 
the  strongest  incentives  for  access,  since  greater  patient  case  needs  immediately 
translate  into  greater  revenues  or  allowable  costs.  This  is  true  whether  care  needs  are 
high  on  admission  or  increase  during  a  patient's  stay.  Furthermore,  in  cost-based 
systems,  the  retrospective  approach  is  also  supportive  of  appropriate  investment  in 
quality  of  care  for  patients  whose  needs  increase. 

However,  in  another  way,  this  approach  poses  a  problem  for  quality.  If  rates  change 
as  patients'  status  change,  homes  have  no  reason  to  exert  maximum  effort  to  rehabilitate 
a  patient  or  even  to  maintain  functional  abilities.  In  fact,  the  profit  used  to  promote 
access  would  unfortunately  reward  homes  for  letting  patients  decline. 

This  problem  is  not  insuperable.  Maryland,  and  the  San  Diego  experiment  before  it, 
counteracted  the  incentive  for  permitting  deterioration  by  allowing  homes  to  keep  a 
higher  rate  when  patient's  conditions  improved.  In  the  San  Diego  experiment,  homes  kept 
the  high  rate  as  long  as  the  patient  stayed  in  the  home.  Paying  a  permanently  higher  rate 
is  excessive,  since  many  patients  (especially  those  coming  from  hospitals)  improve 
substantially  after  admission.  Maryland  therefore  employs  a  "grace  period"  allowing 
homes  to  keep  higher  rates  for  two  months  following  an  improvement  in  status. 

Prospective  assessment  options  pose  a  different  set  of  access  and  quality  issues. 
When  rates  apply  to  individual  patients,  an  assessment  at  admission  establishes  each 
patient's  rate.  Hence  incentives  for  access  at  that  point  are  similar  to  those  the 
retrospective  assessment  offers.  Subsequent  reviews  are  usually  scheduled  at  three  or  six 
month  intervals  and  rates  will  be  revised  neither  upward  nor  downward  until  then, 
regardless  of  interim  changes. 

This  approach  does  not  discourage  rehabilitation.  But  it  does  create  a  problem  for 
patients  whose  status  declines  between  assessments.  Since  rates  will  not  reflect  the 
decline,  homes  may  seek  to  transfer  these  patients  to  hospitals  or  worse,  in  extreme 
cases,  may  not  invest  in  adequate  care  for  them.  Transfer  to  hospitals  makes 
considerable  sense  for  the  home,  especially  if  a  new  rate  could  be  established  on 
readmission.  This  access/quality  problem  can  be  mitigated  if  a  system  allows  homes  to 
apply  for  a  reassessment  when  care  needs  increase. 

When  a  single  rate  applies  to  all  of  a  home's  patients,  no  determination  of  care  needs 
occurs  on  admission.  Rather,  assessors  review  patients  periodically  and  set  rates  based  on 
average  case-mix.  If  reviews  are  done  very  frequently  (say  monthly)  this  approach  may 
differ  little  from  the  patient-based  prospective  approach  just  described.  But  if  reviews 
are  infrequent  incentives  change. 
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First,  the  interest  in  admitting  heavy  care  patients  lessens.  With  infrequent 
assessments  to  adjust  rates,  a  home  could  maximize  its  Medicaid  revenues  by  avoiding 
heavy  care  patients  at  all  times  except  the  period  when  assessments  were  done.  Although 
no  home  has  total  control  over  its  case  mix,  the  opportunity  to  transfer  patients  to 
hospitals  and  the  availability  of  short-stay  heavy  care  patients  due  to  Medicare's  new 
hospital  payment  system  would  make  this  behavior  feasible. 

Second,  the  potential  interest  in  transferring  patients  who  deteriorate  or  a  tendency 
to  provide  such  patients  inadequate  care  increases.  Relatively  frequent  assessments  and 
some  mechanism  to  make  interim  adjustments  for  extreme  changes  in  individual  patients 
or  average  case  mix  could  mitigate  both  problems. 

4.  Administration 

Case-mix  systems  require  new  administrative  tasks — specifically,  assessment  of 
patients,  preparation  for  homes'  appeals  from  state  assessments,  and  incorporation  of 
patient  assessment  into  the  rate-setting  process. 

•     Conducting  Patient  Assessments 

Concern  about  administering  assessments  has  been  a  major  impediment  to  the 
development  of  case-mix  systems.  Experience  to  date  reveals  both  the  administrative 
problems  that  assessments  pose  and  potential  solutions. 

Several  of  the  states  utilizing  case-mix  experienced  considerable  difficulties 
implementing  their  systems  because  they  did  not  provide  adequate  staff  to  perform  the 
assessment  task.  In  some  cases,  system  implementation  was  delayed  as  a  result. 
Resolving  these  problems  involved  hiring  additional  or  better  qualified  staff  or  reducing 
the  frequency  of  assessments  in  order  to  conform  to  available  staffing. 

Maryland  differs  from  other  case-mix  states  in  having  implemented  its  assessments 
quite  successfully,  with  little  or  no  extra  spending  on  patient  review  (Feder  and  Scanlon, 
forthcoming  publication).  Maryland's  success  offers  some  significant  lessons  for  other 
states.  For  example,  the  new  assessment  process  was  added  to  the  pre-existing  Medicaid 
utilization  review,  conducted  by  the  then-PSRO.  PSRO  nurses  were  already  reviewing 
Medicaid  patient  records  to  satisfy  Medicaid  review  requirements — every  90  days  for 
skilled-level  patients,  every  six  months  for  patients  receiving  intermediate-level  care. 
Because  the  new  task  was  designed  as  a  relatively  small  increment  to  the  pre-existing 
process,  its  staff  costs  were  quite  small. 

Nurses  estimated  that  the  add-on  to  their  previous  record  review  amounted  to  only 
about  5  extra  minutes  per  patient,  once  reviewers  and  homes  were  familiar  with  the 
system.  This  is  the  lowest  of  state  estimates  of  assessment  time,  which  range  up  to  an 
hour.  Time  differences  may  reflect  differences  in  the  intensity  and  extensiveness  of  the 
assessment.  Maryland's  short  assessment  times  may  have  resulted  from  having  reviewers 
already  in  the  homes  and  also  from  an  earlier  state  requirement  for  uniform 
record-keeping  which  provided  a  foundation  for  the  new  reviews.  Maryland's  low 
costs — less  after  than  before  the  assessment  was  adopted — and  timely  completion  of  the 
assessment  task  also  reflected  its  use  of  a  private  contractor  anxious  to  perform  well  in  a 
competitive  environment.  But  uniform  record-keeping  and  extensive  review  experience 
clearly  facilitated  implementation. 

Maryland's  success  and  other  states'  problems  indicate  that  a  smooth  transition  to  a 
case-mix  system  requires  either  a  lot  of  appropriate  experience  or  sufficient  new  staff 
and  training  to  perform  the  task.  Excessive  economizing  on  administrative  costs  may  be 
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short-sighted  if  the  system  does  not  get  off  the  ground  or  if  poor  assessments  result  in 
excessive  payment. 

How  much  time  and  staff  new  assessments  require  depends  a  lot  on  the  kinds  of 
reviews  states  are  currently  conducting.  Not  all  states  currently  have  review  processes 
on  a  par  with  Maryland's  system  before  case-mix.  If  a  state  is  not  willing  to  invest  in 
new,  trained  personnel,  it  should  narrow  the  task  assigned  state  reviewers.  Narrowing  the 
task  does  not  mean  abandoning  retrospective  or  frequent  prospective  assessment.  Rather 
it  means  allowing  nursing  homes  to  make  patient  assessments,  and  relying  on  state 
personnel  to  audit  nursing  home  reports.  West  Virginia  currently  uses  this  approach, 
auditing  one  quarter's  worth  of  a  home's  assessments  each  year.  If  the  timing  of  the 
sample  audit  is  not  predictable,  this  approach  may  be  just  as  effective  as  a  full-scale 
state  review  of  nursing  home  assessments,  as  occurs  in  Maryland. 

•  Appeals  of  State  Assessments 

Any  retrospective  system,  whether  partially  or  fully  audited,  raises  the  problem  of 
retrospective  payment  adjustments  if  the  state's  reviewers  disagree  with  the  assessments 
on  which  nursing  homes  billed.  Requiring  nursing  homes  to  pay  back  money  they  have 
already  received  will  undoubtedly  exacerbate  the  frequency  of  appeals,  which  any 
case-mix  system  will  face.  Nursing  homes  and  state  reviewers  are  unlikely  to  agree  on 
every  patient's  needs. 

The  frequency  and  intensity  of  disagreement  will  probably  vary  with  the  nursing 
homes'  general  attitude  toward  the  system  and  the  investment  both  the  homes  and  the 
state  have  made  in  making  the  system  work.  Even  if  a  state  has  a  relatively  sophisticated 
review  process  in  operation,  adding  assessments  will  not  be  painless.  Maryland's 
reviewers  reported  the  need  for  an  extensive  educational  process,  working  with  homes  to 
clarify  what  "needs  assistance"  actually  means,  what  authorization  a  particular  service 
requires,  what  kind  of  nursing  notes  should  be  kept  with  patient  records,  and  so  on.  The 
more  a  state  tries  to  iron  out  these  problems  before  the  assessments  "count,"  the  smaller 
the  appeals  burden  is  likely  to  be.  Implementation  may  be  facilitated,  and  appeals 
minimized,  with  a  "trial  run"  during  which  assessments  are  made  but  not  used  to  set  rates. 

•  Incorporating  Patient  Assessment  into  Rate  Setting 

Finally,  a  case-mix  system  requires  states  to  incorporate  patient  assessments  into  its 
rate-setting  process.  A  case-mix  system  will  probably  mean  more  frequent  adjustments 
to  payments  than  occur  in  the  more  traditional  system.  While  the  adjustments  may  not  be 
technically  complex,  smooth  implementation  requires  that  states  consider  their  data 
processing  and  programming  needs  before  the  system  begins  to  operate. 

•  Minimizing  Fraud  and  Abuse 

Existing  systems  and  these  recommendations  base  patient  assessment  almost  entirely 
on  review  of  patient  records  rather  than  patient  observation.  Reliance  on  record  review 
inevitably  raises  questions  of  fraud  and  abuse.  Where  the  state  requires  that  service 
delivery  care  needs  to  be  signed-off  on  by  physicians,  directors  of  nursing,  and  staff 
nurses,  fraudulent  record-keeping  may  be  cumbersome  to  accomplish;  however,  it  may 
still  occur.  To  help  offset  it,  it  is  important  to  have  occasional  observation  of  actual 
patient  care.  Such  observation  can  determine  whether  records  accurately  reflect  current 
care  practices.  However,  a  reviewer  would  still  have  difficulty  challenging  a  consistently 
documented  classification  of  care  provided  three  months  before.  Although  it  is  not 
possible  to  eliminate  concern  about  record  manipulation,  it  may  not  pose  a  major  problem 
in  operating  a  case-mix  system  when  supplemented  by  observation. 
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IV.  CONCLUSION 


All  states  try  to  balance  cost  containment,  access  and  quality  in  the  nursing  home 
component  of  their  Medicaid  systems.  States  differ  in  the  priority  they  assign  each  goal 
but  all  are  aware  of  the  trade-offs. 

The  purpose  of  this  paper  is  to  indicate  how  the  various  elements  of  Medicaid 
rate-setting  can  be  used  by  states  to  achieve  their  goals.  In  sum,  our  conclusions  are  as 
follows: 

Although  maximum  cost  containment  can  be  achieved  by  determining  rates 
independent  of  individual  facility  costs,  flat  rates  may  excessively  penalize  homes  whose 
high  costs  reflect  high  quality  and  reward  reductions  in  spending  on  direct  patient  care 
that  threatens  investment  in  quality  care.  States  can  achieve  equivalent  savings  with  less 
pressure  on  quality  by  using  a  prospective  payment  system  that  sets  more  facilities'  initial 
rates  equal  to  their  costs  and  lets  future  rates  rise  with  inflation,  rather  than  with  each 
facility's  cost  experience.  By  definition,  flat  rate  systems  provide  a  payment  in  excess  of 
costs  to  low  cost  homes.  By  avoiding  the  windfalls  possible  under  a  flat  rate  system,  this 
approach  can  pay  more  high  quality  homes  their  base  year  costs  without  increasing  state 
expenditures.  This  approach  will  also  reward  cost  reduction  without  excessively 
penalizing  high  cost,  high  quality  homes.  Investment  in  quality  can  be  further  protected  if 
payment  methods  distinguish  between  direct  patient  care  and  other  expenses  and  avoid 
excessive  pressure  for  cost  reduction  in  direct  patient  care  areas. 

Given  the  aging  of  our  population  and  constrained  public  resources  for  nursing  home 
care,  it  is  becoming  more  critical  that  public  programs  allow  institutions  to  focus  care  on 
patients  with  the  most  intensive  needs.  States  that  wish  to  maximize  access  for  heavy 
care  patients  or  to  assure  equity  across  homes  should  consider  a  case-mix  system.  This 
system  need  not  increase  total  Medicaid  spending.  Rather  it  alters  the  relative  rates  paid 
for  different  types  of  patients.  To  promote  both  access  and  quality,  a  case-mix  system 
should  set  rates  based  on  individual  patient  needs,  employ  cost-based  rates  plus  a 
profit-factor  which  rises  with  patients'  care  needs,  reward  homes  for  helping  patients 
improve,  and  allow  upward  rate  adjustments  when  patient  care  needs  increase.  To  make 
their  systems  successful,  states  must  be  willing  to  invest  in  adequate  numbers  of 
well-trained  staff  to  assure  effective  administration. 
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ADDENDUM  A: 

MEDICAID  STRATEGIES  FOR  COST-CONTAINMENT  FOR  ICF/MRs 

By 

Steven  Clauser 


I.  OVERVIEW 

A.  Importance  of  ICF/MR  Program  for  Medicaid  Cost  Containment 

The  ICF/MR  program  is  important  to  state  Medicaid  cost-containment  strategies 
because  of  its  budgetary  significance.  Since  its  inception  in  1972,  ICF/MR  expenditures 
have  been  one  of  the  fastest  growing  portions  of  the  Medicaid  program.  Between  1972 
and  1982,  total  Medicaid  expenditures  grew  from  $6.3  billion  to  $29.4  billion  or  366 
percent.  During  the  same  period,  ICF/MR  expenditures  grew  from  zero  (not  covered)  to 
$3.65  billion.  By  1982,  the  ICF/MR  program  accounted  for  nearly  12  percent  of  the 
overall  growth  in  Medicaid  expenditures  since  1973  (Clauser  1985). 

Program  expansion  has  continued  since  1982  as  total  ICF/MR  expenditures  reached 
$4.25  billion  in  1984,  or  nearly  12.6  percent  of  the  total  Medicaid  budget  in  that  year. 
This  growth  occurred  despite  the  fact  that  the  number  of  ICF/MR  recipients  actually 
declined  over  this  two  year  period  (Health  Care  Financing  Administration,  1985) 

ICF/MR  expenditures  also  represent  a  growing  share  of  Medicaid  long  term  care 
expenditures.  ICF/MR  services  accounted  for  nearly  28.5  percent  of  all  Medicaid 
expenditures  on  long  term  care  institutional  services  in  FY  1984  (Health  Care  Financing 
Administration,  1985).  The  ICF/MR  benefit  accounted  for  almost  41  percent  of  the 
increase  in  Medicaid  long  term  care  institutional  expenditures  between  1977  and  1984 
(Clauser  1985). 

B.  Medicaid's  Role  in  the  Health  Care  Marketplace  for  ICF/MR  Services 

Medicaid  is  the  principle  purchaser  of  long  term  residential  care  for  mentally 
retarded  and  developmentally  disabled  (MR/DD)  persons.  In  1982  (the  most  recent  year 
for  which  data  are  available),  Medicaid  was  the  primary  payer  for  57.7  percent  of  all 
MR/DD  residential  care  placements  (Lakin,  et.  al.,  1985).  Medicaid's  impact  on  total 
expenditures  is  even  greater  than  its  influence  on  access  and  bed  supply  as  Medicaid 
expenditures  accounted  for  75.4  percent  of  all  residential  care  costs  in  1982  (Expenditure 
Analysis  Project,  1985).  Thus,  Medicaid  is  a  central  force  in  shaping  incentives  and 
expenditure  trends  in  the  residential  care  system  for  the  mentally  retarded. 

Mentally  retarded  persons  covered  by  Medicaid  receive  their  care  primarily  in  public 
institutions.  In  1982,  over  90  percent  of  all  beds  in  public  facilities  for  retarded  persons 
were  ICF/MR  certified;  77  percent  of  all  Medicaid  ICF/MR  residents  resided  in  public 
facilities  (Lakin  et.  al.,  1985). 

Despite  Medicaid's  emphasis  on  serving  residents  in  large  public  facilities,  the  recent 
dramatic  change  in  the  philosophy  and  locus  of  care  for  mentally  retarded  persons  toward 
smaller,  more  socially  integrated  facilities,  has  significantly  affected  the  Medicaid 
ICF/MR  program.  For  example,  in  1977,  large  state  institutions  represented  nearly  half 
of  the  574  certified  ICF/MR  facilities  and  88  percent  of  all  ICF/MR  beds  nationwide.  As 
a  result,  the  average  bed  size  in  the  industry  was  186.  By  1982,  however,  there  was  nearly 
a  four-fold  increase  in  the  number  of  privately  owned  ICF/MRs  with  15  or  fewer  beds. 
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Private  ICF/MRs  accounted  for  nearly  23  percent  of  all  ICF/MR  beds  and,  by  1982,  the 
average  bed  size  in  the  industry  declined  to  76  (Lakin  et.  al.,  1985). 

Finally,  Medicaid  coverage  is  targeted  increasingly  to  the  most  severely  impaired 
residential  placements.  Between  1977  and  1982,  the  number  of  ICF/MR  residents  who 
were  profoundly  retarded  increased  by  23  percent,  or  14,040  persons.  In  contrast,  the 
number  of  mildly  retarded/moderately  retarded  residents  decreased  by  4,020  and  1,720, 
respectively.  Profoundly  retarded  residents  now  account  for  one-half  of  all  ICF/MR 
recipients. 

C.    Interrelationships  With,  and  Substitutability  for,  Other  Specified  Services 

ICF/MR  facilities  are  generally  considered  part  of  a  continuum  of  residential  care 
placement  alternatives  for  mentally  retarded  persons.  ICF/MRs  provide  a  variety  of 
non-medical  habilitative,  social  and  support  services  as  part  of  an  individualized  "active 
treatment"  program  to  enable  residents  to  reach  (or  maintain)  their  full  developmental 
potential  and,  in  some  instances,  move  to  another  type  of  living  arrangement.  Most 
ICF/MRs  enable  residents  to  obtain  these  services  outside  the  facility  in  day  care 
programs  or  in  other  specialized  arrangements  such  as  residential  treatment  facilities. 
Thus,  ICF/MRs  are  part  of  an  integrated  delivery  network  involving  both  facility-based 
and  community  services. 

Several  states  are  evaluating  the  cost-effectiveness  of  the  ICF/MR  model  of  care 
and  pursuing  alternatives  to  ICF/MR  care.  For  example,  33  states  are  now  experimenting 
on  a  limited  basis  with  home  and  community-based  waivers  as  an  alternative  to  the 
ICF/MR  model  for  providing  active  treatment  services  to  mentally  retarded  persons  in 
non-Medicaid-certified  residential  care  settings.  (For  a  more  complete  discussion  of  home 
and  community-based  care  (Chapter  2).  Preliminary  evidence  appears  promising.  A 
recent  Congressional  report  prepared  by  the  Department  of  Health  and  Human  Services 
(DHHS)  indicated  that  states  with  waivers  for  mentally  retarded  persons  may  have 
achieved  savings  in  excess  of  $300  million  over  what  would  have  been  spent  if  these 
individuals  were  in  ICF/MRs  (DHHS,  1985). 


II.    OVERVIEW  OF  MAJOR  STRATEGIC  OPTIONS 

A.  Relationships  Between  Strategic  Alternatives  and  Cost,  Access  and  Quality 
Concerns. 

State  assessments  of  policy  options  for  ICF/MRs  should  carefully  examine  the 
implications  for  the  cost,  accessibility  and  quality  of  residential  care  for  mentally 
retarded  persons.  Increasing  payments  to  facilities  without  encouraging  efficiency  often 
can  lead  to  excessive  profits  for  private  facilities.  While  the  impact  of  payment  changes 
on  the  quality  of  care  is  more  indirect,  reimbursement  levels  must  be  sufficient  to  enable 
reasonably  efficient  facilities  to  meet  the  necessary  costs  of  care  or  the  result  may  be  a 
lower  level  of  quality  than  is  acceptable  to  the  state  or  the  community.  Inadequate 
reimbursement  levels  also  affect  accessibility  to  care  because  operators  may  refuse  to 
admit  heavy  care  patients  or  may  not  expand  the  bed  supply  to  meet  increased  needs  for 
ICF/MR  placements. 

B.  Latitude  Under  Pertinent  Federal  Laws  or  State-Level  Constraints 

The  ability  of  states  to  implement  effective  cost  management  strategies  in  the 
ICF/MR  industry  is  subject  to  both  federal  and  state-level  constraints.  Federal  ICF/MR 
regulations  contain  a  variety  of  guidelines  related  to  the  staffing,  physical  plant, 
programming,  and  life  safety  requirements  necessary  for  Medicaid  certification  of 
facilities. 
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Additionally,  state  options  with  respect  to  large  public  institutions  are  increasingly 
limited  by  the  courts,  consumer  advocacy  groups,  and  the  academic  and  popular  press. 
The  convergence  of  these  forces  has  led  Illinois,  Michigan,  Minnesota,  Pennsylvania,  and 
California  to  close  one  or  more  institutions  since  1980,  and  additional  closures  are  now  in 
progress  in  other  states.  Moreover,  the  federal  courts  in  some  states  have  mandated 
facility  and  staffing  standards  that  exceed  federal  requirements.  These  facility  closures 
and  court  rulings  are  putting  increasing  pressures  on  states  to  expand  Medicaid  coverage 
of  residential  care  services  in  smaller,  community-based  settings. 


III.   STATE  POLICY  ALTERNATIVES 

A.  Alternatives  to  ICF/MR  Placement 

Strategies  to  control  the  cost  of  ICF/MR  care  by  diverting  potential  clients  to 
alternative  settings  prior  to  admission  will  depend,  in  part,  on  the  ability  of  states  to 
secure  Medicaid  funding  for  community  services.  Most  strategies  currently  involve  the 
use  of  Medicaid's  home  and  community-based  waiver  program,  which  was  authorized 
under  the  Omnibus  Budget  Reconciliation  Act  of  1981  (P.L.  97-35).  As  described  earlier, 
33  states  are  experimenting  with  this  program  on  a  limited  basis. 

Many  states  have  relied  on  state  funding  and  other  federal  entitlements  (e.g., 
Supplemental  Security  Income,  Food  Stamps)  to  support  the  majority  of  small 
community-based  residential  care  placements.  These  strategies  require  an  assessment  of 
the  fiscal  and  programmatic  advantages  of  Medicaid  participation  vis-a-vis  alternative 
funding  mechanisms.  A  few  studies  have  documented  that  care  in  small  ICF/MRs  is  not 
cost-effective  for  all  mentally  retarded  residents  in  community  settings,  since,  for  many 
states,  the  cost  of  meeting  federal  ICF/MR  standards  in  small  facilities  often  exceeds  the 
benefit  of  Medicaid  financial  participation  (Copeland  and  Iverson  1981).  Indeed, 
preliminary  evidence  suggest  that  the  ICF/MR  model  may  be  most  cost-effective  for 
financing  the  residential  care  of  severely  and  profoundly  retarded  persons  (Lakin  et.  al., 
1985). 

B.  ICF/MR  Reimbursement  Policy  Changes 

State  Medicaid  programs  are  increasingly  turning  toward  reimbursement  policy  as  a 
vehicle  to  balance  their  cost,  access  and  quality  of  care  objectives  for  ICF/MR 
community-based  programs.  Since  1980,  60  percent  of  states  with  a  system  of  privately 
operated  ICF/MRs  have  made  significant  changes  in  their  reimbursement  methodologies 
(Clauser,  Rotegard,  and  White  1985).  Three  promising  areas  of  reimbursement  reform  are 
noted  below. 

1.    Adopting  Client-Related  Reimbursement  Methodologies  for  ICF/MRs 

•     Incorporating  Client  Characteristics  in  Peer  Grouping  Criteria 

One  option  available  to  states  that  group  facilities  for  reimbursement  purposes,  is  to 
include,  along  with  other  factors,  client  characteristics  as  part  of  the  grouping  criteria. 
For  example,  Louisiana  uses  client  age,  client  behavior,  and  required  supervision  as  a  basis 
for  establishing  facility  payments.  Florida  assigns  one  of  four  levels  of  care  to  privately 
operated  ICF/MRs:  medical,  nonambulatory,  residential  and  institutional.  Each  level 
varies  according  to  the  average  level  of  dependency  of  residents. 
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The  advantage  of  this  approach  is  that  it  assures  different  levels  of  client  impairment 
will  be  recognized  in  the  rate  setting  mechanism.  If  the  different  facility  groupings  are 
relatively  uniform  with  respect  to  client  characteristics,  facilities  will  not  necessarily  be 
encouraged  to  cut  back  on  quality  if  cost  reductions  are  necessary.  It  should  also 
facilitate  the  placement  of  profoundly  retarded  residents  in  community  settings,  as 
opposed  to  state  institutions,  since  the  increased  cost  of  caring  for  these  residents  will  be 
recognized  in  the  rate  setting  mechanism. 

•     Adjusting  for  Case -mix 

For  states  which  do  not  employ  a  grouping  mechanism  to  establish  reimbursement 
levels,  another  approach  is  to  develop  a  case-mix  adjustment.  Such  an  adjustment  factor 
recognizes  the  costs  of  treating  clients  with  varying  impairment  levels  and  increases  or 
decreases  payment  amounts  for  each  individual  patient  in  the  ICF/MR.  Payment  methods 
based  on  these  systems  typically  convert  client  disability,  care  requirements,  or  service 
intensity  into  monetary  terms  through  point  counts  or  other  conversion  methods.  As  of 
1984,  Illinois,  Nebraska,  New  York,  Oregon  and  Ohio  reported  that  they  have  case-mix 
indices  for  rate  adjustments  (Clauser  et.  al.  1985). 

States  that  use  such  indices  assume  that  case-mix  adjustments  accurately  measure 
resource  consumption  by  individual  residents  and  that  the  level  of  resource  consumption  is 
directly  related  to  the  cost  of  caring  for  these  residents.  It  is  also  assumed  that  these 
measures  promote  appropriate  care  because  facilities  are  not  penalized  for  providing 
intensive  care  to  residents  with  intensive  care  needs  and  alternatively  that  they  are  not 
overpaid  for  the  care  of  residents  with  less  intensive  needs. 

State  considering  the  use  of  client  characteristics  in  setting  payment  rates  should 
recognize  that  there  has  been  little  formal  evaluation  of  the  impact  of  such  systems  on 
cost,  access,  and  quality  of  care.  To  work  well,  both  approaches  described  above  need 
highly  reliable  and  valid  client  assessment  instruments.  In  addition,  the  most  appropriate 
option  will  depend  to  some  extent  on  state  circumstances.  For  example,  grouping 
facilities  for  reimbursement  purposes  is  only  feasible  if  a  sufficient  number  of  facilities 
are  participating  in  the  program.  This  may  not  be  the  case  for  states  with  relatively  new 
community-based  ICF/MR  programs.  On  the  other  hand,  case-mix  adjustment 
methodologies  require  additional  administrative  support  because  decisions  must  be  made 
concerning  the  comprehensiveness  of  the  assessment  tool,  breadth  and  frequency  of  the 
assessment,  and  the  cost  allocation  method.  Illinois  and  Ohio  have  been  able  to  implement 
both  approaches  by  expanding  their  current  SNF  and  ICF  patient-related  systems  to 
include  ICF/MRs.  Other  states  that  may  be  considering  a  similar  approach  should 
carefully  examine  the  appropriateness  of  such  methodologies  since  the  medical 
orientation  of  nursing  home  assessment  instruments  often  reflect  a  different  philosophy 
and  desired  allocation  of  direct  care  resources  than  is  needed  to  meet  the  habilitation 
needs  and  care  requirements  provided  to  ICF/MR  residents. 

2.    Adopt  a  Fee-For-Capital  System  for  Capital  Cost  Reimbursement 

Effective  capital  cost  reimbursement  policy  may  generate  considerable  cost  savings 
without  impacting  on  the  accessibility  and  quality  of  care  in  the  state's  ICF/MR  program. 
Many  states  have  experienced  problems  in  establishing  and  monitoring  capital  cost 
reimbursement  policies  for  ICF/MRs.  In  response,  some  states  have  taken  relatively 
sophisticated  and  administratively  costly  approaches  to  reimbursing  ICF/MR 
capital-related  expenditures.  An  alternative  approach  involves  a  fee-for-capital 
arrangement  in  which  one  fee  or  several  modified  fees  are  based  on  such  criteria  as 
facility  age  and  facility  size.  A  fee-for-capital  approach  should  reduce  the  opportunity 
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for  trafficking  and  lessen  the  need  to  monitor  private  transactions  in  the  market.  States 
can  further  enhance  this  system  by  controlling  capital  costs  through  selective  cost 
screening.  Among  the  centers  to  be  considered  for  selective  cost  screening  are  1)  the 
value  of  the  facility,  2)  allowable  interest  expense,  3)  depreciation  allowances,  and  4) 
sale/price  of  the  facility. 

3.     Replace  Uniform  Cost  Limits  With  Multiple  Limits  on  Cost  Centers  and  Apply 
Efficiency  Incentives  on  Nonservice  Cost  Centers 

Cost  limits  are  another  set  of  rate  setting  policies  that  states  may  use  to  encourage 
cost-effective  care.  Multiple  cost  limits  enable  states  to  exert  greater  influence  over 
resource  allocation  within  the  facility  while,  at  the  same  time,  providing  flexibility  to 
raise  or  lower  screens  on  specific  cost  centers  to  reflect  changing  policy  objectives 
regarding  ICF/MR  cost  containment  and  quality  control.  Screens  could  be  established  to 
set  minimums  as  well  as  maximums  within  different  cost  centers. 

The  ease  with  which  limits  can  be  administered  is  open  to  questions.  The  problem 
most  states  face  is  not  in  applying  the  limits  themselves,  but  in  the  preliminary  step  of 
assigning  and  allocating  costs  to  cost  categories.  If  this  task  is  performed  inadequately, 
there  exists  much  room  for  gaming.  This  option  requires,  therefore,  rigid  cost  allocation 
rules  to  minimize  the  possibility  of  facilities  manipulating  their  books. 

The  cost  management  value  of  selective  screening  can  be  further  enhanced  through 
the  use  of  efficiency  incentives  which  allow  providers  to  keep  all  or  a  portion  of  the 
difference  between  their  actual  costs  and  their  targeted  or  retrospectively  adjusted  rate. 
Concerns  about  the  effect  of  efficiency  incentives  on  quality  of  care  can  be  addressed  by 
targeting  such  incentives  on  nonpatient  care  areas  such  as  administration.  Illinois  has 
expanded  on  this  approach  by  making  efficiency  incentive  payments  conditional  upon 
whether  or  not  compliance  deficiencies  are  identified  in  state  or  federal  certification 
surveys. 


IV.  SUMMARY 

Given  the  fact  that  ICF/MR  expenditures  represent  not  only  a  large  percentage  of 
total  Medicaid  program  costs  (12.6%)  but  also  the  fastest  growing  portion  of  the  entire 
program,  states  are  clearly  encouraged  to  explore  a  variety  of  means  in  order  to  contain 
spending  growth.  Just  as  clear,  however,  is  the  notion  that  cost  containment  should  not 
occur  at  the  expense  of  lesser  quality  care  and  decreased  recipient  access.  Several 
optional  strategies  are  available  to  states  to  balance  these  three  objectives.  These 
options  include: 

developing  alternatives  to  ICF/MR  placement; 

adopting  client-related  reimbursement  methodologies  for  ICF/MRs; 

using  a  fee-for-capital  system  for  reimbursing  ICF/MR  capital  costs;  and 

utilizing  multiple  cost  limits  for  various  cost  centers  as  well  as  efficiency 
incentives. 

Each  of  these  alternatives  offer  states  opportunities  to  contain  program  costs 
without  adversely  effecting  quality  of  and  access  to  care. 


-  51  - 


ACKNOWLEDGEMENTS 


The  author  would  like  to  acknowledge  the  efforts  of  Ian  Hill,  John  Luehrs  and  Richard 
Curtis  of  the  National  Governors'  Association  and  Charlie  Lakin  of  the  University  of 
Minnesota  for  their  assistance  in  the  development  and  review  of  this  chapter. 


-  52  - 


REFERENCES 


Clauser,  S.B.  1985.  "Recent  Expenditure  Trends  in  the  Intermediate  Care  Facility  for  the 
Mentally  Retarded  Program:  Implications  for  Medicaid."  Paper  presented  at  the 
American  Association  of  Public  Policy  Analysis  and  Management,  October  25,  1985. 

Clauser,  S.B.;  Rotegard,  L.  and  C.  White.  1985.  "State  Reimbursement  Policies  for 
Privately  Operated  Intermediate  Care  Facilities  for  the  Mentally  Retarded  -  1984." 
Washington,  D.C.:  National  Governors'  Association. 

Copeland,  W.  and  I.  Iverson.  1981.  "Refinancing  and  Reorganizing  Human  Services: 
Interagency  Net  Budgetary  and  Other  Fiscal  Incentives."  Washington,  D.C.:  Department  of 
Health  and  Human  Services,  Project  SHARE. 

Expenditure  Analysis  Project.  1985.  "Public  Expenditures  for  Mental  Retardation  and 
Developmental  Disabilities  in  the  United  States."  Chicago,  IL:  University  of  Illinois  at 
Chicago,  Institute  for  the  Study  of  Developmental  Disabilities. 

Greenberg,  J.N.;  Schmitz,  M.P.,  and  K.C.  Lakin.  1983.  "An  Analysis  of  Responses  to  the 
Medicaid  Home  and  Community-Based  Long  Term  Care  Waiver  Program  (Section  2176). 
Washington,  D.C.:  National  Governors'  Association. 

Health  Care  Financing  Administration,  Office  of  the  Actuary  2082  Data  for  FY  1984. 

Lakin,  K.C;  Hill,  B.K.;  and  Bruininks,  R.H.  (eds).  1985.  "An  Analysis  of  Medicaid's 
Intermediate  Care  Facility  for  the  Mentally  Retarded  Program."  Minneapolis,  MN: 
University  of  Minnesota,  Department  of  Educational  Psychology. 


-  53  - 


ADDENDUM  B: 


NURSING  HOME  CAPITAL  REIMBURSEMENT 

By 

Lawrence  Bar  tie  tt 

I.  BACKGROUND 

In  addition  to  reimbursing  nursing  homes  for  their  operating  expenses,  state  Medicaid 
programs  also  make  payments  to  facilities  for  capital-related  costs,  i.e.,  expenses 
associated  with  the  construction,  purchase  or  depreciation  of  a  facility  and  its  major 
equipment.  While  the  capital-related  component  of  Medicaid  nursing  home 
reimbursement  represents  less  than  10  percent  of  total  payments  to  these  facilities,  it  is 
nonetheless  an  important  policy  area  that  has  received  considerable  congressional 
attention  in  recent  years.  Moreover,  while  issues  relating  to  quality  and  access  are  most 
directly  related  to  patient  care/operating  cost  reimbursement,  they  can  also  be  influenced 
by  capital  cost  reimbursement  policies. 

Most  states  traditionally  have  reimbursed  nursing  homes  for  the  interest  costs 
associated  with  their  capital  indebtedness  and  for  depreciation  in  the  value  of  facilities 
and  equipment.  Some  states  also  pay  for-profit  facilities  a  return  on  equity. 

Much  like  a  home  mortgage,  the  portion  of  a  nursing  home's  capital  financing 
payments  attributable  to  interest  declines  over  time  while  the  portion  attributable  to 
principal  repayment  increases.  As  a  result,  Medicaid  capital  reimbursement  based  upon 
depreciation  and  interest  also  declines  over  time  for  any  given  facility.  Following  the 
initiation  of  a  loan,  Medicaid  capital-related  payments  are  likely  to  exceed  the  owner's 
loan-related  interest  and  principal  payments.  In  the  later  years  of  the  loan,  they  will  be 
less. 

In  the  past,  this  decline  in  Medicaid  capital  reimbursement  over  the  life  of  a  facility 
provided  an  incentive  for  owners  of  nursing  homes,  particularly  older  facilities,  to  sell 
these  homes  often  at  a  substantial  profit.  In  most  states,  the  new  owner  was  able  to 
receive  substantially  greater  Medicaid  capital  reimbursement  than  the  previous  owner, 
based  upon  the  new,  higher  sale  price  of  the  facility. 


II.  CONGRESSIONAL  ACTIVITY 

Concern  that  health  care  facilities  were  being  sold  solely  to  realize  an  increase  in 
capital  reimbursement  prompted  Congress  to  limit  these  increases  several  years  ago. 
Section  2134  of  the  Deficit  Reduction  Act  of  1984  -  DEFRA  (P.L.  98-369),  limited,  for 
Medicare  capital  reimbursement  purposes,  the  new  value  of  a  hospital  or  skilled  nursing 
facility  to  the  lower  of  the  acquisition  cost  to  the  previous  owner  (seller)  or  the  purchase 
price  paid  by  the  new  owner.  Depreciation  payments  made  to  the  previous  owner  were  to 
continue  to  be  paid  back  to  the  Health  Care  Financing  Administration  (HCFA)  as  per 
previous  Medicare  policies.  DEFRA  also  required  state  Medicaid  agencies  to  provide 
assurances  to  HCFA  that  their  reimbursement  methodologies  for  nursing  homes  and 
hospitals  would  not  be  reasonably  expected  to  increase  program  payments,  solely  as  the 
result  of  a  transfer  in  ownership,  above  what  they  would  have  been  if  the  new  Medicare 
principles  were  followed.  In  other  words,  the  "revaluation  of  assets"  provisions  for 
Medicare  also,  effectively,  applied  to  Medicaid. 
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Critics  of  these  provisions  claimed  that  they  effectively  dried  up  any  legitimate 
resale  market  because  reimbursement  to  new  owners  would  continue  to  be  tied  to  the 
previous  owner's  acquisition  cost.  Further,  the  prospect  of  being  locked  into  a  system  of 
declining  capital  reimbursement  rates  while  property  values  continue  to  rise  provides 
disincentives  for  the  construction  of  new  facilities,  as  well  as  incentives  for  owners  of 
existing  homes  to  convert  their  facilities  to  other  more  profitable  uses.  As  a  result  of 
these  concerns,  Congress  recently  loosened  the  restriction  on  the  revaluation  of  nursing 
home  assets  that  it  had  established  in  1984. 

Section  9509  of  P.L.  99-272,  the  Consolidated  Omnibus  Budget  Reconciliation  Act  of 
1986  (COBRA),  now  allows  state  Medicaid  programs  the  option  of  recognizing  increases  in 
the  value  of  nursing  homes  that  are  sold,  as  long  as  the  increase  does  not  exceed  the 
lesser  of  1)  one-half  the  rate  of  increase  in  the  Dodge  Construction  Systems  Costs  for 
Nursing  Homes  (a  measure  of  construction  costs  for  nursing  homes),  or  2)  half  of  the  rate 
of  increase  in  the  Consumer  Price  Index.  The  applicable  rate  of  increase  in  either  of 
these  two  indices  is  measured  from  the  time  the  seller  first  acquired  the  facility  to  the 
date  of  sale  to  the  new  owner.  This  limit  would  therefore  still  allow  a  substantial 
increase  in  the  revaluation  of  older  facilities  that  have  been  held  by  the  same  owner  for  a 
considerable  period  of  time. 


III.  STATE  INITIATIVES 

This  new  legislation  only  places  an  outside  limit  on  the  increases  in  nursing  home 
valuations  that  can  result  from  the  sale  of  a  facility  if  the  state  chooses  to  recognize 
them.  However,  within  this  constraint,  states  maintain  considerable  flexibility  in 
designing  capital  reimbursement  systems.  Three  major  policy  areas  in  designing  a  system 
are: 

•  policies  for  determining  property  values  (e.g.,  historical  construction  costs, 
purchase  prices  with  DEFRA  or  COBRA  limits,  indexed  valuations,  etc.); 

•  policies  concerning  the  basis  of  payment  (e.g.,  depreciation,  interest,  a  rate  of 
return  on  some  measure  of  investment,  etc.);  and 

•  policies  concerning  the  specificity  of  rates  (i.e.,  whether  rates  are  set  for 
individual  facilities  or  groups  of  facilities). 

Some  examples  of  how  states  have  integrated  these  policy  options  appear  below. 

As  described  earlier,  many  states  reimburse  individual  facilities  for  depreciation  and 
interest  expenses  based  on  the  most  recent  purchase  price  prior  to  the  DEFRA  limits.  To 
this  basic  model,  state  have  also  added  limits  such  as  maximums  on  the  base  valuation  per 
bed  or  caps  on  reimbursable  interest  rates.  Such  limits  have  been  imposed  by  states  in 
order  to  protect  them  from  paying  for  excessive  interest  rates  or  construction  costs. 
Even  before  the  establishment  of  the  1984  federal  limits,  a  number  of  states  had  already 
addressed  the  problem  of  "trafficking"  by  limiting  the  number  of  times  a  facility  could  be 
revalued  within  a  given  period  of  time  (Michigan)  or  had  eliminated  completely 
revaluations  resulting  from  a  transfer  of  ownership  (Connecticut). 

Illinois  has  developed  a  unique  capital  reimbursement  methodology  in  which  nursing 
homes  are  grouped  according  to  facility  age  and  location.    Capital  payments  to  an 
individual  facility  are  determined  by  a   comparison  of:    1)  its  actual  depreciation  and 
interest  expenses,  2)  the  median  of  these  costs  for  its  peer  groups,  or  3)  a  certain 
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percentage  of  its  updated  book  value.  Peer  grouping  allows  states  to  limit 
reimbursements  by  exerting  downward  pressure  on  payments  to  homes  with  higher  than 
average  capital  costs. 

Several  other  states  (Maryland,  West  Virginia,  and  Minnesota)  have  developed  what 
have  been  termed  "fair  rental"  reimbursement  systems.  These  systems,  which  are 
supported  by  the  nursing  home  industry  as  a  preferred  approach,  differ  from  others  in  that 
they  provide  a  return  on  equity  based  upon  a  valuation  of  the  facility  that  increases  over 
time.  Unlike  the  more  traditional  depreciation  and  interest-based  reimbursement 
approaches,  they  result  in  capital  reimbursement  rates  that,  in  the  absence  of  a  sale  of  a 
facility,  will  increase  rather  than  decrease  over  time.  While  these  higher  payments 
provide  greater  incentives  for  owners  to  hold  on  to  their  facilities,  they  are  likely  to 
result  in  increased  costs  to  the  state.  In  addition,  because  the  value  of  the  home  is 
updated  periodically  and  not  at  the  time  of  a  sale,  the  limitations  of  DEFRA  or  COBRA 
do  not  apply  to  these  systems.  For  example,  under  the  Maryland  system,  facilities  are 
paid  their  interest  costs  (up  to  a  limit)  plus  a  return  on  indexed  equity.  To  calculate 
indexed  equity,  the  current  value  if  a  facility  is  determined  by  trending  forward  its 
historical  costs  to  the  present  using  a  construction  price  index.  On-site  appraisals  are 
conducted  every  five  years  to  determine  more  accurate  facility-specific  values.  The 
lower  of  the  facility's  actual  appraised  value  or  a  predetermined  maximum  valuation 
(which  is  also  periodically  indexed  forward)  is  then  reduced  by  the  amount  still  owed  by 
the  owner  to  arrive  at  the  indexed  equity.  A  certain  percent  of  this  indexed  equity  is  paid 
yearly  to  the  owner  in  addition  to  interest  expenses.  This  return  on  indexed  equity 
provides  a  way  for  owners  to  benefit  from  the  increased  value  of  their  homes  other  than 
through  the  sale  of  the  facilities.  For  for-profit  facilities,  Maryland  initially  set  its  rate 
of  return  on  indexed  equity  at  9.88  percent;  non-profit  facilities  received  8.9  percent. 


IV.  RELEVANCE  TO  ACCESS  AND  QUALITY 

Whether  these  new  Medicaid  capital  reimbursement  approaches  will  result  in  greater 
access  to  nursing  home  care  by  increasing  the  supply  of  nursing  home  beds  cannot  be 
determined  in  isolation.  They  must  be  viewed  in  the  broader  context  of  a  state's  other 
regulatory  activities  (e.g.,  CON  restrictions  on  new  construction),  as  well  as  the  state's 
Medicaid  reimbursement  policies  for  operating  costs.  Further,  the  effect  these 
alternative  capital  reimbursement  approaches  will  directly  have  on  the  condition  of 
nursing  homes'  physical  plants  and  indirectly  on  the  quality  of  patient  care  they  provide 
have  yet  to  be  fully  assessed.  The  goal  for  any  state  is  to  develop  nursing  home 
reimbursement  policies,  both  for  operating  and  capital  costs,  which  pay  equitably  in  order 
to  reward  homes  for  the  provisions  of  quality  care,  yet  which  also  discourage  behavior 
which  is  driven  solely  by  profit  motives. 

A  more  complete  analysis  of  Medicaid  options  for  reimbursing  the  capital  component 
of  nursing  home  costs  will  be  presented  in  a  forthcoming  NGA  document. 
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ADDENDUM  C: 
PREADMISSION  SCREENING 
By 

John  Luehrs 

I.  BACKGROUND 

As  discussed  in  this  chapter,  nursing  home  reimbursement  policy  and  controls  on  bed 
supply  have  been  the  primary  focus  of  state  efforts  to  control  long  term  care  costs.  Over 
the  last  five  years,  however,  initiatives  to  control  entry  into  the  nursing  home  have  also 
been  a  particularly  fertile  area  for  state  innovation.  Preadmission  screening  (PAS)  is  the 
predominant  method  of  gatekeeping  employed  by  states.  Currently  used  by  approximately 
thirty  states,  preadmission  screening  is  a  formal  mechanism  which  evaluates  whether 
persons  need  the  level  of  care  provided  in  a  nursing  home  before  they  enter  the  institution. 

Developed  partly  in  response  to  expenditure  and  demographic  trends,  preadmission 
screening  programs  were  originally  intended  to  address  cost,  access,  and  quality 
considerations  by  focusing  on  the  problem  of  inappropriate  nursing  home  placements.  A 
persuasive  body  of  research  has  found  that  a  substantial  proportion  of  nursing  home 
residents  do  not  need  the  level  of  medical  care  provided  in  such  facilities.  To  the  extent 
that  inappropriate  placements  occur  there  are  adverse  implications  for  cost  and  access. 
States  may  be  paying  nursing  home  rates  for  persons  who  do  not  need  institutional  care, 
and  more  important,  since  most  states  have  high  nursing  home  occupancy  levels,  Medicaid 
recipients  justifiably  needing  nursing  home  care  may  not  be  able  to  find  an  available  bed. 
Preadmission  screening  attempts  to  ensure  that  only  those  Medicaid  recipients  who  need 
nursing  home  care  receive  those  services. 

The  inappropriate  placement  issue  is  especially  critical  to  Medicaid  because  of  two 
phenomena,  the  first  being  "institutionalization".  That  is,  after  entering  a  nursing  home, 
residents  typically  become  dependent  on  the  facility.  This  dependency  is  caused  by  a 
variety  of  factors  including  the  dissolution  of  housing  arrangements,  depletion  of  financial 
resources,  and  the  erosion  of  social  contacts  in  the  community.  Because  of  the 
difficulties  in  getting  people  out  of  the  nursing  home,  preadmission  screening  programs 
attempt  to  prevent  them  from  entering  the  facility.  Second  is  the  "conversion"  problem 
confronting  many  states.  That  is,  persons  who  enter  nursing  homes  as  private  pay  patients 
quickly  spend  their  resources  and  gain  Medicaid  coverage  when  they  meet  the  financial 
eligibility  criteria.  As  with  the  "institutionalization"  phenomenon,  preadmission  screening 
programs  attempt  to  prevent  nursing  home  entry,  in  this  case,  by  evaluating  persons 
expected  to  become  eligible  for  Medicaid  in  the  near  future. 

Over  time,  PAS  programs  have  evolved  to  serve  another  very  important  function: 
PAS  can  be  used  to  target  home  and  community-based  services  as  an  alternative  to 
institutional  care.  This  evolution  has,  and  will  continue  to  be,  influenced  by  the  growing 
concern  over  quality  of  life  issues  and,  secondarily,  by  the  fact  that  individuals  can 
receive  alternative  services  that  are  less  expensive  than  institutional  care.  Proponents  of 
increased  alternative  services  argue  that  most  people  do  not  want  to  be  in  a  nursing 
home,  even  if  they  meet  the  criteria  for  admission.  Thus,  the  availability  of  home  and 
community-based  services  can  improve  the  quality  of  life  for  the  elderly  by  allowing  them 
to  remain  in  their  own  homes.  Also,  the  argument  is  advanced  that  it  is  cheaper,  on  a  per 
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capita  basis,  to  provide  services  in  the  home  or  community  than  in  an  institutional 
setting.  However,  as  discussed  in  the  next  chapter,  because  of  the  pent-up  demand  for 
long-term  care,  while  per  capita  costs  may  decrease,  total  Medicaid  costs  can  go  up  as 
more  people  use  services.  Therefore,  targetting  is  necessary  to  ensure  that  Medicaid 
recipients  receive  only  services  appropriate  to  their  needs. 

As  a  targetting  device,  PAS  can,  in  effect,  perform  a  triage  function  directing  some 
nursing  home  applicants  to  nursing  homes,  some  to  alternative  services,  and  denying 
services  to  those  persons  not  in  need. 

II.  STATE  PROGRAMS  AND  POLICY  OPTIONS 

In  general,  all  PAS  programs  establish  criteria  to  determine  when  nursing  home 
services  are  necessary,  assess  clients,  and  recommend  appropriate  placement.  Even  on 
these  basic  characteristics,  however,  programs  vary  widely  from  state  to  state.  For 
example,  some  programs  are  statewide;  others  are  not.  While  all  states  assess  physical 
and  mental  health,  their  specific  criteria  differ.  Some  programs  include  private-pay 
nursing  home  applicants  as  well  as  Medicaid  recipients;  others  screen  only  Medicaid 
recipients. 

The  variability  across  states,  on  the  one  hand,  makes  it  difficult  to  compare 
programs.  On  the  other  hand,  the  wide  diversity  provides  a  rich  source  of  alternatives  for 
state  policymakers  to  weigh  when  considering  adopting  preadmission  screening  or 
changing  an  existing  program. 

Given  the  wide  variation  across  states  and  the  evolutionary  nature  of  individual  state 
programs,  it  is  not  surprising  that  preadmission  screening  programs  have  not  been 
rigorously  evaluated.  In  fact,  there  are  few  descriptive  studies.*  However,  based  on 
available  information  and  reports  by  state  officials,  there  are  a  number  of  general 
questions  to  answer  when  deciding  whether  to  adopt  and  how  to  design  a  preadmission 
screening  program. 

•  What  Can  PAS  be  Expected  to  Accomplish? 

Based  on  the  experience  thus  far,  PAS  impacts  primarily  access  and  quality  concerns 
with  almost  no  evidence  that  nursing  home  costs  are  reduced.  In  fact,  nursing  home  rates 
may  increase  as  PAS  is  successful  in  improving  access  for  heavier  care  patients. 
Therefore,  PAS  success  may  be  evaluated  on  the  basis  of  improving  access  for  persons 
with  greatest  need  and  ensuring  that  only  those  who  need  institutional  care  enter  nursing 
homes. 

•  Which  Nursing  Home  Applicants  Can  be  Screened? 

All  states  having  PAS  require  screening  of  all  Medicaid  recipients  who  apply  for 
nursing  home  care.  In  most  of  these  programs  the  state  will  deny  Medicaid  funding  of 
nursing  home  services  if  Medicaid  recipients  are  not  screened.  Programs  in  a  number  of 
states  (e.g.,  Virginia)  also  screen  "expected  Medicaid  eligibles"  who,  based  on  a  review  of 
their  financial  status,  are  estimated  to  become  eligible  for  Medicaid  within  a  specified 
period  (e.g.,  6  months).  In  most  PAS  programs  that  cover  expected  Medicaid  eligibles, 
screening  must  take  place  before  Medicaid  will  pay  for  nursing  home  services.  A  third 


*  See  references,  especially  A  Description  and  Analysis  of  State  Pre-Admission  Screening 
Program  which  is  the  most  recent  and  comprehensive  study  of  PAS. 
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group  of  applicants  often  screened  by  PAS  programs  are  those  who  apply  to  nursing  homes 
as  private  pay  patients.  Screening  of  the  latter  two  categories  of  nursing  home  applicants 
attempts  to  address  the  "conversion"  problem  as  well  as  preventing  inappropriate 
placement. 

PAS  programs  also  differ  from  each  other  concerning  whether  screening  is  mandatory 
or  voluntary  and  what  sanctions  are  imposed.  Minnesota,  for  example,  mandates  that  all 
nursing  home  applicants  be  screened  and  denies  Medicaid  reimbursement  for  nursing  home 
care  if  Medicaid  recipients  and  expected  Medicaid  eligibles  are  not  screened. 
Connecticut,  on  the  other  hand,  screens  only  Medicaid  recipients.  Screening  is  not 
mandatory  and  no  sanctions  are  imposed  if  screening  is  not  obtained. 

In  addition  to  screening  applicants  categorized  by  source  of  payment,  PAS  programs 
also  differentiate  by  applicant  residence:  all  PAS  programs  screen  nursing  home 
applicants  who  currently  reside  in  the  community;  most  programs  also  screen  hospital 
patients  seeking  discharge  to  a  nursing  home;  far  less  frequently  screened  are  persons 
seeking  transfers  between  nursing  homes. 

•  Who  Does  the  Screening  and  What  is  Screened? 

Almost  all  PAS  programs  use  screening  teams  that  include  a  registered  nurse  and  a 
social  worker  as  members.  Social  workers  are  usually  responsible  for  evaluating  nursing 
home  applicants'  social  supports  while  medical  necessity  issues  are  most  often  reviewed 
by  a  registered  nurse. 

Screening  personnel  are  typically  employees  of  a  public  agency  —  Medicaid  Agency, 
Aging  Agency,  or  Health  Department.  However,  a  number  of  programs  contract  with 
hospitals  for  discharge  planners  to  screen  nursing  home  applicants  who  are  hospital 
patients  (e.g.,  Oregon). 

All  programs  assess  the  physical  and  mental  health  status  of  those  undergoing 
screening.  In  addition,  almost  all  programs  screen  nursing  home  applicants  to  evaluate 
functional  status  and  if  the  individual  is  currently  receiving  services  from  another 
program  or  through  an  informal  network  of  family  and  friends. 

•  How  Can  PAS  be  Used  for  Targetting? 

State  PAS  programs,  because  of  their  location  as  the  central  entry  point  for 
long-term  care,  can  target  in  a  variety  of  ways.  It  can  be  done  both  explicitly  through 
links  with  a  home  and  community-based  services  program  (see  Chapter  3)  and  implicitly 
by  helping  to  maintain  an  applicant's  informal  support  network.  Basically,  PAS  can 
provide  information  concerning  the  availability  of  services  in  the  community.  Some 
states  have  found  that,  because  most  persons  would  choose  not  to  enter  a  nursing  home  if 
other  options  were  available,  disseminating  information  is  a  low-cost  method  to  divert 
persons  away  from  entering  a  nursing  home. 

Other  PAS  programs  use  a  more  formal  approach  to  targetting.  In  addition  to 
screening  to  evaluate  the  necessity  of  nursing  home  care,  PAS  could  assess  a  person's 
need  for  alternative  services,  such  as  personal  care,  offered  by  Medicaid  (e.g.,  Arkansas). 
Under  this  approach,  PAS  would  operate  as  a  gatekeeper  as  well  as  a  coordinator  for 
alternative  services. 
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III.  SUMMARY 


Preadmission  screening  represents  one  component  of  state  Medicaid  long-term  care 
policy  that  deals  with  the  cost,  access,  and  quality  nexus.  As  a  gatekeeper,  PAS  can 
prevent  inappropriate  nursing  home  placement  and  thereby  make  better  use  of  scarce 
state  resources  and  help  ensure  access  for  patients  needing  institutional  care  the  most. 
By  preventing  entry,  PAS  can  also  eliminate  situations  where  persons  become  dependent 
on  institutions  and  convert  to  Medicaid  funding  when  they  didn't  need  that  level  of  care  to 
begin  with.  Finally,  PAS  can  improve  the  overall  quality  and  effectiveness  of  a  state's 
long  term  care  system  by  channeling  prospective  nursing  home  recipients  to  alternative 
appropriate  community-based  services.  The  high  degree  of  variability  between  state 
programs  on  almost  every  dimension  of  PAS  can  be  seen  as  attempts  to  balance  these 
numerous  policy  goals. 
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Chapter  3 


HOME  AND  COMMUNITY-BASED  CARE  OPTIONS  UNDER  MEDICAID 

By 

Brian  Burwell 

I.  OVERVIEW 

Every  person  involved  in  state  health  care  policymaking  is  inevitably  aware  of  the 
increasing  demands  being  placed  on  state  financing  and  delivery  systems  for  long-term 
care.  No  state  is  immune  from  the  fiscal  pressures  of  our  aging  society.  In  the  future, 
these  pressures  will  continue  to  increase.  Between  now  and  the  year  2010,  the  number  of 
persons  85  years  of  age  and  over  will  more  than  double  —  to  6.5  million  persons  —  an 
annual  rate  of  growth  five  times  that  of  the  U.S.  population  as  a  whole  (U.S.  Senate 
Special  Committee  on  Aging,  1986). 

It  is  increasingly  apparent  that  existing  long-term  care  financing  and  delivery 
systems  are  not  up  to  meeting  this  challenge.  Because  this  country  lacks  a  national 
long-term  care  policy,  current  long-term  care  systems  are  aptly  characterized  as  a 
patchwork  of  fragmented  and  loosely-coordinated  programs  which  contribute  to  the 
inappropriate  placement  of  clients,  the  inefficient  coordination  of  resources  across 
programs,  and  less  than  adequate  care  for  many  elderly  persons  with  long-term  care 
needs.  The  absence  of  a  national  long-term  care  policy  also  means  that  state 
policymakers  are  being  forced  to  take  the  lead  in  designing  long-term  care  systems  which 
meet  the  growing  demand  for  services  in  a  more  cost-effective  manner. 

The  primary  public  financing  mechanism  for  long-term  care  services  is  Medicaid. 
Since  its  beginning,  Medicaid  has  been  frequently  criticized  for  having  an  "institutional 
bias"  in  its  eligibility  and  service  coverage  policies.  Under  its  convoluted  eligibility  rules, 
some  persons  in  need  of  long-term  care  services  can  only  become  eligible  for  Medicaid  if 
they  enter  a  nursing  home.  Even  for  persons  who  are  already  eligible  for  Medicaid, 
nursing  home  care  is  often  the  only  long-term  care  service  available.  Traditionally, 
Medicaid  coverage  for  non-institutional  long-term  care  services  has  been  severely 
restricted  by  federal  statute. 

To  some  degree,  this  criticism  of  Medicaid  long-term  care  policy  is  not  as  valid  as  it 
was  in  the  past.  Using  new,  though  constrained,  federal  authority,  states  now  have 
increased  service  coverage  and  eligibility  options  under  Medicaid  to  expand  the 
availability  of  home  and  community-based  services  as  alternatives  to  institutional  nursing 
home  care.  This  chapter  describes  various  options  which  are  now  available  to  states,  and 
discusses  some  of  the  major  program  design  issues  in  the  development  of  a 
Medicaid-financed  home  and  community-based  service  system. 

A.    The  Argument  for  Home  and  Community-Based  Care 

Health  care  policymakers  have  recognized  for  some  time  the  need  to  develop  a  more 
equitable  balance  between  institutional  and  non-institutional  services  for  persons  with 
long-term  care  needs.  The  argument  for  home  and  community-based  services  coverage 
under  Medicaid  is  based  upon  premises  of  both  quality  and  cost.  Most  frail  elderly  persons 
who  need  assistance  with  activities  of  daily  living  prefer  to  receive  that  assistance  in 
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their  own  home.  There  is  obvious  comfort  and  contentment  in  living  out  one's  life  at 
home,  and  in  familiar  surroundings.  The  ability  to  maintain  control  over  one's  living 
environment  is  also  an  important  factor  in  sustaining  a  higher  quality  of  life.  As  one 
home  care  recipient  put  it:  "It's  just  good  to  know  that  if  I  want  to  get  up  in  the  middle 
of  the  night  and  get  myself  a  snack,  that  I  have  that  choice."  Consequently,  while 
policymakers  recognize  that  nursing  homes  are  a  necessary  component  of  a  long-term 
care  delivery  system,  many  feel  they  should  be  made  the  "option  of  last,  rather  than  first, 
resort." 

Another  major  argument  for  home  and  community-based  services  coverage  under 
Medicaid  has  been  that  care  of  equal  or  higher  quality  can  be  purchased  at  a  price  equal 
to  or  below  the  cost  of  nursing  home  care.  Although  there  are  indisputable  economies  in 
nursing  home  care,  the  major  inefficiencies  are  that  it  is  both  continuous  and  often 
permanent.  While  some  frail  elderly  persons  do  require  the  24-hour  care  and  supervision 
which  nursing  homes  provide,  many  others  need  only  intermittent  care  and  assistance. 
Further,  while  many  nursing  home  recipients  are  discharged  after  a  short  nursing  home 
stay,  many  others  stay  institutionalized  even  after  recovery  from  an  acute  illness 
episode.  Home  and  community-based  services  programs,  on  the  other  hand,  are  more 
flexible  in  adjusting  allocated  services  to  the  changing  needs  of  recipients  over  time. 

Another  efficiency  of  home  and  community-based  services  coverage  is  the 
opportunity  to  use  services  from  sources  other  than  Medicaid.  The  cost  of  care  for  a 
Medicaid  recipient  in  a  nursing  home  is  almost  entirely  financed  by  Medicaid  itself.  In  the 
community,  services  covered  by  Medicaid  are  often  supplemented  by  personal  and  family 
resources,  Medicare  home  health  services,  services  funded  under  the  Older  Americans 
Act,  housing  assistance  programs,  and  other  local  community  resources.  As  will  be 
discussed  later,  many  home  and  community-based  care  programs  are  designed  to 
maximize  utilization  of  non-Medicaid  resources  before  Medicaid  funds  are  authorized. 
Perhaps  of  greatest  importance  is  the  opportunity  to  integrate  Medicaid-funded  home  and 
community-based  services  with  informal  services  provided  by  family  members,  neighbors, 
and  friends. 

Consequently,  both  state  and  federal  policymakers  are  interested  in  the  potential  of 
home  and  community-based  services  as  a  strategy  for  containing  Medicaid  nursing  home 
costs.  In  FY  1984,  total  Medicaid  expenditures  for  nursing  home  care  totaled  $15  billion, 
of  which  about  $8.6  billion  was  paid  for  by  the  federal  government,  and  $6.4  billion  by  the 
states.  Nationally,  payments  to  nursing  homes  comprise  43  percent  of  all  Medicaid  costs; 
in  some  states,  nursing  home  payments  account  for  almost  two-thirds  of  the  Medicaid 
budget  (Rymer,  Burwell  and  Madigan,  1984).  The  high  costs  of  nursing  home  care  are 
impeding  the  ability  of  many  states  to  provide  needed  services  to  other  Medicaid-eligible 
populations.  Thus,  home  and  community-based  alternatives  are  being  pursued  by  many 
states  both  as  a  strategy  to  contain  rising  expenditures  for  nursing  home  care,  and  for 
meeting  the  needs  of  Medicaid-eligible  long-term  care  recipients  in  a  more  appropriate 
manner. 

B.    The  Argument  Against  Home  and  Community-Based  Care 

Despite  the  acknowledged  potential  of  home  and  community-based  care  as  an 
alternative  to  nursing  home  care,  there  are  concerns,  at  both  the  state  and  federal  levels, 
about  the  possible  expansionary  impacts  which  coverage  of  these  services  may  have  on 
Medicaid  expenditures.  The  major  concern  is  that  coverage  of  home  and 
community-based  services  under  Medicaid  will  not  have  a  substantial  impact  on  nursing 
home  utilization  and  expenditures,  and  will  significantly  increase  state  and  federal 
Medicaid  costs. 
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The  controversy  over  home  and  community-based  services  coverage  under  Medicaid 
centers  on  the  question:  "To  what  degree  do  home  and  community-based  services  actually 
substitute  for  other  Medicaid-covered  services,  particularly  nursing  home  care?"  This 
concern  relates  to  the  fact  that  only  about  one  in  four  persons  who  need  personal  care 
assistance  actually  resides  in  a  nursing  home  (Weissert,  1985a).  Most  frail  elderly  persons 
who  need  assistance  in  activities  of  daily  living  are  successfully  maintained  in  the 
community  without  the  benefit  of  home  and  community-based  services  coverage  under 
Medicaid.  The  concern  is  therefore  that  while  expansion  of  services  coverage  may 
effectively  defer  some  persons  from  entering  into  nursing  homes,  it  may  also  result  in  the 
provision  of  a  new  range  of  services  to  persons  in  non-institutional  settings  who  would 
otherwise  not  have  used  long-term  care  services  covered  by  Medicaid. 

These  concerns  also  emanate  from  evaluations  of  various  research  and  demonstration 
projects  on  the  cost-effectiveness  of  home  and  community-based  services  coverage 
conducted  over  the  last  15  years  (Weissert,  1985b;  Mathematica  Policy  Research,  1985; 
Berkeley  Planning  Associates,  1984;  Macro  Systems,  1985).  In  general,  the  results  of 
these  evaluations  have  not  been  particularly  encouraging.  While  evidence  was  produced 
that  home  and  community-based  services  did  substitute  for  institutional  care  in  some 
circumstances,  none  of  the  demonstration  projects  were  able  to  show  aggregate  program 
savings. 

The  failure  to  produce  savings  was,  in  turn,  largely  attributable  to  the  difficulty  of 
identifying  persons  who  are  at  imminent  risk  of  nursing  home  placement  before  they 
actually  enter  a  nursing  home.  Perhaps  the  most  remarkable  finding  of  these  studies  is 
that  among  the  control  groups  —  frail  elderly  persons  who  were  considered  at  risk  of 
nursing  home  placement  but  who  received  no  home  and  community-based  services  from 
the  demonstration  program  —  only  a  small  minority  (generally  10-20  percent)  actually 
entered  nursing  homes  during  the  followup  period.  These  findings  suggest  that  although 
nursing  home  care  may  be  the  only  Medicaid  long-term  care  service  available  to  these 
persons,  that  it  is  already  the  service  option  "of  last  resort,"  and  that  most  people 
somehow  "make  do"  in  the  community  with  the  limited  resources  available  to  them, 
primarily  from  their  families. 

The  controversy  over  home  and  community-based  services  coverage  under  Medicaid 
has  also  been  caught  up  in  concerns  of  federal  policymakers  about  potential  cost  shifting 
from  state  to  federal  budgets.  Because  many  states  have  supported  home  and 
community-based  service  programs  from  their  own  general  funds,  and  because 
community-based  service  programs  do  increase  opportunities  for  leveraging  other  federal 
resources  —  such  as  Supplemental  Security  Income  (SSI)  benefits,  Food  Stamps,  and 
Medicare  home  health  benefits  —  there  is  a  concern  at  the  federal  level  that  home  and 
community-based  services  coverage  under  Medicaid  may  be  advantageous  to  states,  but 
not  to  the  federal  government.  Consequently,  while  state  options  to  cover  home  and 
community-based  services  under  Medicaid  have  expanded  in  recent  years,  there  is  always 
the  possibility  that  these  options  will  again  be  constricted,  particularly  under  continuing 
pressures  to  reduce  total  federal  spending.  It  is  unfortunate  that  concerns  over 
cost-shifting  have  distracted  attention  from  the  more  critical  issue  of  how  to  meet  the 
long-term  care  needs  of  Medicaid  recipients  in  the  most  cost-efficient  manner. 

This  chapter  has  two  major  components.  First,  current  options  available  to  states  to 
expand  home  and  community-based  services  coverage  under  Medicaid  are  described  in  the 
following  section.  The  remaining  sections  of  the  chapter  then  discuss  some  of  the  major 
implementation  issues  to  be  considered  in  the  development  of  a  home  and 
community-based   services    program.     These    latter    sections    demand    an  important 
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qualification.  The  development  of  cost-effective  home  and  community-based  service 
program  models  is  still  progressing;  there  is  no  "ideal"  program  in  operation  which  one  can 
point  to  and  say  "this  is  how  it  should  be  done!"  Even  the  best  programs  are  evolving  as 
states  gain  experience  in  the  financing  and  delivery  of  community-based  services. 

II.    MEDICAID  ELIGIBILITY  AND  SERVICES  COVERAGE  OPTIONS  FOR  HOME  AND 
COMMUNITY-BASED  SERVICES 

This  section  outlines  options  which  are  available  to  states  to  expand  home  and 
community-based  care  services  within  their  Medicaid  programs.  Most  of  the  available 
options  apply  to  service  coverage,  i.e.,  expanding  the  range  of  services  which  are  eligible 
for  reimbursement  under  Medicaid.  Other  options,  however,  address  eligibility  coverage, 
which  make  home  and  community-based  services  available  to  certain  individuals  who 
would  otherwise  not  be  eligible  for  Medicaid. 

First,  options  which  may  be  implemented  within  the  regular  state  Medicaid  plan  are 
discussed.  Implementation  of  these  options  requires  only  that  the  state  amend  its  state 
plan,  and  provide  the  service  within  usual  Medicaid  program  provisions.  Second,  states 
may  apply  to  the  Health  Care  Financing  Administration  (HCFA)  for  waivers  to  cover 
home  and  community-based  services  which  are  not  eligible  for  reimbursement  under  the 
regular  Medicaid  program.  The  most  widely  used  option  is  the  Section  2176  Home  and 
Community-Based  Waiver  program.  Unlike  options  within  the  regular  Medicaid  plan,  the 
use  of  waiver  programs  for  home  and  commuity-based  services  coverage  is  subject  to 
individual  review  and  approval,  and  periodic  reassessment,  by  HCFA. 

A.    Medicaid  State  Plan  Options 

All  state  Medicaid  programs  must  provide  specific  mandatory  services  to 
categorically-needy  Medicaid  beneficiaries  (generally  persons  receiving  AFDC  or  SSI  cash 
assistance).  In  addition,  states  may,  at  their  own  choosing,  elect  to  cover  certain  optional 
services  under  their  state  Medicaid  plans.  If  these  optional  services  are  elected,  they  also 
must  be  provided  to  all  categorically-needy  recipients.  Under  recent  legislation,  states 
have  considerable  flexibility  with  regard  to  the  provision  of  both  mandatory  and  optional 
services  to  persons  who  are  eligible  for  Medicaid  under  medically  needy  provisions. 

1.  Service  Options 

Service  coverage  options  within  the  provisions  of  the  regular  Medicaid  program,  both 
mandatory  and  optional,  are  "medically-oriented."  This  means  that  the  service  must  be 
authorized  by  a  physician,  be  delivered  by  a  "qualified"  provider  under  the  supervision  of  a 
certified  health  professional,  and  primarily  meet  a  patient's  "medical"  need.  However, 
many  impaired  elderly  persons  with  chronic  conditions  do  not  need  skilled, 
medically-oriented,  services.  Often  their  needs  are  limited  primarily  to  non-skilled 
assistance  with  activities  of  daily  living.  Thus,  the  services  which  can  be  covered  under 
the  regular  Medicaid  program,  and  the  type  of  services  which  persons  with  long-term  care 
needs  require,  do  not  completely  overlap.* 


*It  can  be  legitimately  contended  that  most  of  the  services  provided  in  nursing  homes  are 
non-skilled  services,  but  that  the  only  way  Medicaid  recipients  can  gain  access  to  these 
services  is  by  entering  a  nursing  home. 
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•    Personal  Care  in  a  Recipient's  Home 

Nevertheless,  some  services  which  can  be  covered  under  the  regular  state  Medicaid 
plan  are  less  medically  oriented  than  others.  The  "least  medical"  optional  service  is 
personal  care  services  in  a  recipient's  home.  Medicaid  program  regulations  define 
personal  care  as  follows: 

"Personal  care  services  in  a  recipient's  home"  means  services  prescribed  by  a 
physician  in  accordance  with  the  recipient's  plan  of  treatment  and  provided  by  an 
individual  who  is  — 

1.  Qualified  to  provide  the  services; 

2.  Supervised  by  a  registered  nurse;  and 

3.  Not  a  member  of  the  recipient's  family." 

The  advantages  of  using  the  personal  care  service  option  are:  1)  its  definition  is  not 
restricted  to  a  medically-oriented  service;  and  2)  it  can  be  provided  by  someone  who  is 
not  necessarily  a  licensed  health  care  practitioner,  as  long  as  they  are  supervised  by  a 
registered  nurse.  In  1984,  20  states  covered  personal  care  as  an  optional  Medicaid 
service,  although  the  degree  to  which  states  utilize  personal  care  under  Medicaid  as  a 
long-term  care  service  varies  (Health  Care  Financing  Administration,  1985). 

New  York  state's  personal  care  service  program  overshadows  all  other 
community-based  service  programs  funded  by  Medicaid.  In  1984,  total  expenditures  for 
personal  care  in  New  York  were  over  $520  million,  for  an  average  daily  caseload  of  about 
52,400  recipients.  In  comparison,  total  FY  1984  expenditures  for  all  Section  2176  Home 
and  Community-Based  Medicaid  Waiver  programs  were  less  than  $200  million.  The 
program  is  very  highly  utilized  in  New  York  City,  which  accounts  for  about  73  percent  of 
the  total  program  caseload,  and  77  percent  of  total  expenditures  (New  York  State 
Department  of  Social  Services,  1985).  Thus,  about  $400  million  was  spent  on  personal 
care  services  for  elderly  and  disabled  Medicaid  recipients  in  New  York  City  alone  in  1984. 

New  York  provides  three  levels  of  personal  care  services.  The  three  levels  are  not 
mutually  exclusive;  clients  can  receive  more  than  one  level  of  service.  Level  I  services 
are  nutritional  and  environmental  support,  including  light  housekeeping/cleaning,  laundry, 
meal  preparation,  and  shopping/marketing.  Level  II  services  are  "hands  on"  personal  care 
services,  including  assistance  with  bathing,  dressing,  grooming,  toileting,  walking, 
transfers  and  feeding.  Level  III  services  are  certain  health-related  services  that  can  be 
performed  by  para-professionals,  such  as  observing  adherence  to  a  prescribed  medication 
regimen;  preparing  complex,  modified  diet  regimens;  assisting  patients  with  changing 
clean  dressings;  and  assisting  patients  with  ostomy  care. 

The  New  York  personal  care  program  is  administered  by  local  public  social  service 
departments.  These  social  service  departments  conduct  initial  social  assessments, 
authorize  service  levels,  perform  ongoing  case  management,  and  contract  with  provider 
agencies.  All  referrals  must  be  ordered  by  a  physician  and  also  be  assessed  by  a 
registered  nurse.  The  local  social  services  departments  also  contract  with  various  entities 
to  provide  nursing  supervision  of  personal  care  providers.  Provider  agencies  encompass  a 
wide  range  of  entities,  from  local  social  service  departments  themselves  to  proprietary 
homemaker  agencies. 

Program  regulations  limit  the  number  of  hours  of  personal  care  services  which  may 
be  authorized,  for  each  level  of  care,  with  exceptions  for  special  conditions.  Level  I 
services  are  limited  to  8  hours  per  week;  Level  II  and  III  services  are  limited  to  28  hours 
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per  week  (4  hours  per  day)  unless  special  criteria  are  met.  A  significant  minority  of 
recipients  do  receive  continuous  24-hour  attendant  care.  In  New  York  City,  14.5  percent 
of  the  program  caseload  —  about  5,100  individuals  —  receive  constant  care  and 
supervision  from  either  a  live-in  provider,  or  in  continuous  shifts. 

Despite  the  high  cost  of  the  Personal  Care  Services  program,  New  York  still 
considers  it  to  be  a  cost-effective  alternative  to  nursing  home  care.  In  1984,  New  York 
spent  almost  $2.0  billion  on  ICF  and  SNF  care  for  aged  and  disabled  Medicaid  recipients, 
about  four  times  what  it  spent  on  the  personal  care  program.  The  average  annual  cost  per 
recipient  of  personal  care  services  was  about  $9,000  in  1984,  about  half  the  average 
annual  cost  of  serving  a  nursing  home  recipient,  which  was  $17,886.  A  sample  survey  of 
personal  care  service  recipients  in  upstate  New  York  (excluding  New  York  City)  found 
that  40.4  percent  met  criteria  for  ICF  placement,  and  26.8  percent  met  criteria  for  SNF 
placement. 

The  high  costs  of  the  Personal  Care  Services  program  are  partly  due  to  the  fact  that 
it  is  not  just  an  alternative  long-term  care  program.  Program  administrators  state  that  a 
significant  number  of  personal  care  recipients  are  persons  whom  no  nursing  home  will 
admit,  due  to  their  heavy  care  needs.  The  program  also  serves  a  large  number  of 
non-elderly  physically  disabled  persons  who  have  successfully  advocated  for  coverage  of 
personal  care  attendants  under  the  program. 

Michigan  and  Oklahoma  are  two  other  states  which  use  the  personal  care  service 
option  extensively  to  serve  persons  with  long-term  care  needs.  Both  states'  programs  are 
substantially  different  from  New  York's,  and  a  good  deal  smaller.  In  Oklahoma's 
Non-Technical  Medical  Care  Program  (NTMC),  recipients  select  and  employ  their  own 
providers,  which  are  usually  neighbors  or  friends  (family  members  are  not  eligible 
providers  of  personal  care).  Oklahoma  also  exerts  stricter  controls  over  the  use  of  NTMC 
services.  Entry  to  the  NTMC  is  controlled  by  Medical  Evaluation  Units,  within  10  district 
offices.  The  Medical  Evaluation  Units  are  essentially  preadmission  screening  teams  for 
all  Medicaid-funded  long-term  care;  SNF,  ICF  and  NTMC  services.  The  Medical 
Evaluation  Units  assess  all  applications  for  long-term  care  services,  and  authorize  the 
appropriate  level  of  care  for  each  applicant.  Ninety  NTMC  nurses  train  and  supervise 
approximately  7,300  NTMC  providers,  who  are  paid  directly  by  the  state  Department  of 
Human  Services. 

Michigan's  use  of  the  personal  care  service  option  is  fairly  recent.  In  1980,  faced 
with  a  severe  recession  and  substantial  cutbacks  in  Title  XX  funds,  Michigan  decided  to 
transfer  funding  for  its  Home  Help  Program  services  from  Title  XX  to  the  Medicaid 
personal  care  service  option  for  those  clients  who  were  Medicaid  eligible.  In  FY  1986, 
about  75  percent  of  total  program  expenditures  (about  $63  million)  were  covered  by 
Medicaid,  while  the  remaining  25  percent  were  paid  for  by  Social  Services  Block  Grant 
funds. 

Like  Oklahoma,  Michigan  allows  clients  to  select  and  pay  their  own  personal  care 
providers.  A  unique  aspect  of  Michigan's  Home  Help  program,  however,  is  it's  somewhat 
different  interpretation  of  the  restriction  on  paying  family  members  as  personal  care 
providers.  Since  the  Medicaid  regulations  do  not  specifically  define  "family  member," 
Michigan  has  interpreted  the  restriction  as  applying  only  to  family  members  who  are 
legally  responsible  for  the  support  of  the  recipient,  i.e.,  spouses  and  parents  of  children 
under  18  years  of  age.  Thus,  Michigan  allows  adult  children,  siblings,  parents  of  children 
over  18  years  of  age,  and  other  relatives  to  be  personal  care  providers  in  its  Home  Help 
Program.  Relatives  comprise  about  43  percent  of  Home  Help  providers  for  physically 
disabled  clients. 
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•  Home  Health  Services 

The  personal  care  service  option  is  often  considered  a  less  costly  alternative  to  the 
use  of  home  health  services  as  a  means  of  providing  non-institutional  services  to  the  frail 
elderly.  Home  health  services  are  a  mandatory  Medicaid  service,  but  most  states  place 
strict  limits  on  their  utilization.  Home  health  services  must  be  provided  by  a 
Medicare-certified  home  health  agency  (HHA),  and  therefore  tend  to  be  relatively 
expensive.  Home  health  services  do  not  necessarily  mean  nursing  services,  however. 
They  may  include  home  health  aide,  physical  therapy,  occupational  therapy,  and  other 
medically-oriented  services,  as  long  as  they  are  provided  through  a  certified  HHA. 

•  Private  Duty  Nursing 

Another  alternative  to  home  health  services  is  private  duty  nursing  services,  which 
are  nursing  services  provided  by  an  R.N.  or  L.P.N,  under  the  direction  of  the  recipient's 
physician.  State  Medicaid  Agencies  can  use  this  option  to  contract  with  individual  nurse 
practitioners  to  provide  nursing  and  home  health  aide  services  to  long-term  care 
recipients  in  their  homes.  Oregon,  for  example,  combines  private  duty  nursing  services 
and  Section  2176  waiver  services  in  meeting  the  comprehensive  health  and  social  service 
needs  of  its  waiver  population.  Oregon  claims  it  can  purchase  private  duty  nursing 
services  for  one-fourth  the  cost  of  nursing  care  provided  through  certified  HHAs. 

The  state  of  Maine  is  planning  to  initiate  an  Alternative  Long  Term  Care  program  in 
which  HHAs  will  be  reimbursed  at  an  hourly  rate,  instead  of  the  traditional  visit  rate, 
under  the  private  duty  nursing  and  personal  care  services  options.  The  program  offers  a 
way  for  HHAs  to  expand  their  markets  by  agreeing  to  provide  lower  cost  services  to 
persons  with  more  chronic,  rather  than  acute,  medical  needs. 

•  Adult  Day  Care 

Another  alternative  long-term  care  service  which  can  be  covered  under  the  regular 
state  Medicaid  plan  is  adult  day  care.  Depending  upon  the  nature  of  the  provider,  adult 
day  care  can  be  covered  either  as  a  hospital  outpatient  service,  as  a  clinic  service,  or  as  a 
rehabilitative  service.  However,  to  cover  adult  day  care  under  the  regular  state  Medicaid 
plan,  the  day  care  centers  will  have  to  be  medically,  rather  than  socially,  oriented.  HCFA 
may  deny  payments  made  for  recreational  or  social  services  provided  within  an  adult  day 
care  setting;  funding  for  these  types  of  services  may  have  to  come  from  other  sources. 
Texas  currently  covers  adult  day  care  under  its  state  plan. 

•  Case  Management  Services 

Case  management  services  can  be  covered  under  Medicaid  as  either  an  administrative 
cost,  or  under  the  recent  COBRA  legislation,  as  a  regular  state  plan  service.  If  covered 
as  an  administrative  cost,  HCFA  will  reimburse  states  for  50  percent  of  the  cost,  with  the 
following  exception:  If  case  managers  are  skilled  health  professionals,  performing  skilled 
work,  the  federal  participation  rate  will  be  75  percent.  Skilled  health  professionals 
generally  include  social  workers  with  M.S.W.s,  and  all  nurses.  States  can,  for  example,  set 
up  nursing  home  preadmission  screening  programs  using  skilled  health  professionals,  and 
receive  federal  reimbursement  for  up  to  75  percent  of  the  cost.  Due  to  the  mix  of  skilled 
and  non-skilled  staff  involved  in  South  Carolina's  preadmission  screening  program,  the 
federal/state  share  was  65/35  percent. 
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Under  the  Consolidated  Omnibus  Budget  Reconciliation  Act  (COBRA)  of  1985,  case 
management  was  also  made  an  optional  service  under  the  regular  state  Medicaid  plan. 
However,  the  specific  conditions  and  requirements  which  HCFA  will  attach  to  this  service 
coverage  option  are  unknown  at  the  time  of  this  writing. 

Although  states  do  have  considerable  leeway  within  the  provisions  of  their  state 
Medicaid  plans  to  expand  the  availability  of  community-based  services,  there  are  several 
conditions  to  the  utilization  of  these  options.  First,  any  service  covered  under  the  regular 
state  Medicaid  plan  must  meet  tests  of  comparability  and  "be  sufficient  in  amount, 
duration,  and  scope  to  reasonably  achieve  its  objectives",  with  the  possible  exception  of 
case  management  under  the  new  COBRA  legislation.  In  practice,  this  means  that  if  a 
state  elects  to  cover  a  service  in  its  state  Medicaid  plan,  it  must  make  the  service  equally 
accessible  to  all  Medicaid  enrollees  who  are  eligible  for  the  service.  Thus,  a  state  which 
elects  the  personal  care  service  option  must  make  personal  care  services  available  on  a 
statewide  basis,  unless  a  specific  waiver  of  comparability  is  secured  from  HCFA.  Second, 
it  must  provide  the  service  to  all  categorically-needy  recipients  in  an  equal  manner.  For 
example,  it  cannot  provide  personal  care  services  just  to  aged  SSI  recipients,  without  also 
making  them  available  to  those  who  are  categorically  eligible  as  blind  or  disabled, 
including  the  mentally  disabled.  Third,  while  a  state  may  place  limits  on  the  amount, 
scope  and  duration  of  a  service,  it  cannot  do  so  in  an  arbitrary  manner.  For  example,  it 
cannot  cap  total  expenditures  for  the  service  or  deny  access  to  the  service  if  expenditures 
begin  to  exceed  projections.  Finally,  all  services  provided  under  the  regular  Medicaid 
program  must  retain  a  medical  component.  All  services  must  either  be  authorized  or 
ordered  by  a  physician,  and  be  provided  under  the  supervision  of  a  licensed  health 
professional. 

2.  Eligibility  Options 

•    Coverage  of  Certain  Disabled  Children  at  Home 

In  addition  to  the  service  coverage  options  outlined  above,  there  are  a  few  Medicaid 
eligibility  options  which  can  be  used  to  expand  the  availability  of  home  and 
community-based  services  to  persons  with  long-term  care  needs.  Under  Section  134  of 
the  Tax  Equity  and  Fiscal  Responsibility  Act  (TEFRA)  of  1982,  states  are  allowed,  at  their 
option,  to  extend  Medicaid  eligibility  to  certain  disabled  children  under  18  years  of  age 
who  would  otherwise  only  be  eligible  if  they  were  institutionalized.  In  essence,  this 
provision  allows  states  to  waive  deeming  requirements  for  disabled  children  living  at  home 
with  their  natural  parents.  If  the  parents'  income  were  deemed  available  to  these 
children  under  usual  Medicaid  eligibility  rules,  they  would  not  be  eligible  for  Medicaid  in  a 
non-institutional  setting. 

To  be  made  eligible  for  Medicaid  under  this  option,  children  must  meet  specific 
criteria.  In  addition  to  meeting  the  usual  categorical  criteria  for  disability  under  the  SSI 
program,  they  must  meet  institutional  level  of  care  criteria.  For  example,  a  mildly 
retarded  child  might  be  considered  disabled  under  the  provisions  of  the  SSI  program,  but 
still  not  be  sufficiently  disabled  to  meet  entrance  criteria  for  ICF/MR  placement.  A 
determination  must  also  be  made  that  it  is  appropriate  for  the  child  to  receive  care 
outside  of  an  institution,  and  that  the  total  cost  of  care  at  home  is  not  more  than  the  cost 
of  institutional  care. 

This  provision  is  often  mistakenly  referred  to  as  a  "Katie  Beckett"  waiver.  Although 
it  operates  on  the  same  principle  as  a  Katie  Beckett  waiver,  it  is  not  a  waiver,  but  a  state 
option.  Thus,  states  electing  this  option  are  required  to  cover  all  disabled  children  who 
meet  the  criteria  on  a  statewide  basis. 
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As  of  June  1985,  seven  states  had  elected  the  Section  134  eligibility  option: 
Arkansas,  Georgia,  Idaho,  Maine,  Nevada,  Rhode  Island,  and  Wisconsin.  In  Rhode  Island, 
since  ICF/MR  level  of  criteria  are  quite  restrictive,  only  about  12  children  have  qualified 
for  Medicaid  under  this  provision.  They  are  children  whose  disability  includes  severe 
medical  involvement,  who  cannot  benefit  from  the  non-medical  community-based 
services  offered  under  the  Section  2176  waiver  program.  These  children  are  able  to 
receive  home  health  services  and  special  medical  equipment  which  would  otherwise  have 
not  been  covered  by  Medicaid.  In  Maine,  the  program  has  been  used  more  extensively, 
extending  Medicaid  eligibility  to  about  55  children  living  in  their  natural  homes.  The 
children  are  able  to  receive  various  speech,  physical,  and  occupational  therapies,  as  well 
as  in-home  nursing  services,  that  they  would  otherwise  have  been  eligible  to  receive  only 
if  placed  in  an  ICF/MR. 

•    Targeted  Medically  Needy  Programs 

Another  eligibility  option  available  to  states  is  the  flexibility  provided  under  the 
Omnibus  Budget  Reconciliation  Act  of  1981  (OBRA)  to  implement  targeted  medically 
needy  programs.  This  provision  allows  states  considerable  flexibility  regarding  the 
coverage  of  services  for  persons  who  do  not  qualify  for  Medicaid  as  categorically  needy, 
but  under  financial  criteria  established  for  the  medically  needy.  For  example,  if  a  state 
elects  to  cover  personal  care  as  an  optional  Medicaid  service,  it  must  provide  personal 
care  services  to  all  categorically  needy  recipients,  but  it  has  considerable  flexibility  with 
regard  to  determining  which  Medicaid-only  groups  may  receive  coverage  for  personal  care 
services.  It  may  limit  coverage  to  just  the  blind,  or  the  disabled,  or  the  aged.  It  may  also 
vary  the  amount,  duration  and  scope  of  the  service  across  different  categorical  groups.* 

B.    The  Section  2176  Home  and  Community- Based  Medicaid  Waiver 

The  Section  2176  Home  and  Community-Based  Medicaid  Waiver  option  is  probably 
the  most  significant  change  in  Medicaid  long-term  care  policy  enacted  within  the  last  ten 
years  (Department  of  Health  and  Human  Services,  1984).  The  policy  significance  of  the 
Section  2176  waiver  is  often  not  as  appreciated  as  it  should  be.  It  represents  a  substantial 
philosophical  shift  away  from  the  medical  model  approach  underlying  Medicaid  service 
coverage  policy  since  the  program's  enactment.  For  the  first  time,  states  have  the  option 
to  cover  "non-medical"  as  well  as  "medically-oriented"  services  in  their  approach  to 
financing  long-term  care  services.  Since  long-term  care  represents  about  half  of  all 
Medicaid  expenditures,  this  shift  has  important  implications  for  the  future  direction  of 
the  Medicaid  program  as  a  whole.  Consequently,  it  is  not  surprising  that  the  Section  2176 
waiver  has  generated  considerable  controversy  among  state  and  federal  Medicaid 
policymakers. 

Under  Section  2176  of  OBRA,  the  Secretary  of  the  Department  of  Health  and  Human 
Services  (HHS)  was  given  the  authority  to  grant  waivers  to  states  permitting  Medicaid 
reimbursement  for  home  and  community-based  services  provided  to  specific  target 
groups.  Since  its  implementation  in  October  of  1981,  the  program  has  been  extremely 
active.  As  of  March  1,  1986,  there  were  seventy  Section  2176  waiver  programs  operating 
in  38  states  (excluding  Model  Waivers,  to  be  discussed  below).  Total  FY  1985  expenditures 
for  home  and  community-based  services  under  waivers  were  approximately  $295  million. 
Although  this  level  of  expenditures  is  still  relatively  small  compared  to  nursing  home  and 
home  health  expenditures  under  the  regular  Medicaid  program,  expenditures  are  expected 
to  continue  to  rise  as  states  develop  their  Section  2176  waiver  programs  more  fully  over 
the  next  few  years. 


♦For  a  discussion  of  Medicaid  eligibility  options  for  institutionalized  Medicaid  recipients, 
see  Chapter  1  on  Medicaid  Eligibility  Options. 


Unlike  service  coverage  options  available  within  the  state  Medicaid  plan,  coverage  of 
home  and  community-based  services  under  the  waiver  requires  the  submission  of  special 
application  to  HCFA.  In  the  application,  states  must  designate  which  types  of  services 
they  wish  to  cover  under  the  waiver,  how  the  services  are  to  be  defined,  and  must  provide 
HCFA  with  various  assurances  regarding  the  health  and  welfare  of  waiver  service 
recipients,  financial  accountability  for  expended  funds,  and  state  compliance  with  various 
data  reporting  requirements. 

Most  importantly,  however,  a  Section  2176  waiver  application  must  meet  a  test  of 
"cost-effectiveness."  States  must  demonstrate  to  HCFA  that  coverage  of  home  and 
community-based  services  under  the  waiver  will  impact  Medicaid  expenditures  for  nursing 
home  care.  This  impact  on  nursing  home  costs  must  be  sufficiently  great  such  that  total 
Medicaid  expenditures  under  the  waiver  will  not  exceed  what  states  would  otherwise 
spend  if  the  waiver  were  not  approved.  States  must  convincingly  demonstrate  that 
expenditures  for  home  and  community-based  services  will  at  least  be  offset  by  lower 
expenditures  for  nursing  home  care.  Although  Section  2176  waiver  programs  are  not 
required  to  actually  save  money,  states  are  required  to  demonstrate  that  they  will  not 
lead  to  increased  Medicaid  costs. 

Cost-effectiveness  is  demonstrated  through  the  derivation  of  a  complicated  "waiver 
formula,"  in  which  states  estimate  what  Medicaid  long-term  care  costs  would  otherwise 
be  without  a  waiver  program,  and  compare  these  estimates  to  projected  long-term  care 
costs  under  the  Section  2176  waiver.  The  demonstration  of  "cost-effectiveness"  is 
therefore  extremely  dependent  upon  assumptions  regarding  growth  rates  in  nursing  home 
utilization  and  expenditures  which  would  otherwise  occur  if  the  waiver  is  not  approved. 

The  major  controversy  surrounding  the  Section  2176  waiver  program  is  the  increasing 
stringency  applied  by  HCFA  in  evaluating  state  waiver  formula  projections.  In  the  initial 
years  of  the  program,  there  was  considerably  less  scrutiny  of  state  waiver  projections 
than  is  presently  applied.  HCFA  only  assessed  whether  state  estimates  of  nursing  home 
expenditure  growth  without  the  waiver  were  within  reasonable  limits.  For  example,  if  a 
state  had  a  Medicaid  nursing  home  population  of  1,000  recipients  in  the  year  prior  to  the 
waiver,  and  had  been  experiencing  annual  growth  rates  of  10  percent  over  the  previous 
three  years,  states  could  simply  estimate  a  growth  of  only  8  percent  under  the  waiver 
program,  and  use  the  projected  "savings"  in  nursing  home  expenditures  to  cover  home  and 
community-based  services. 

As  the  Section  2176  waiver  program  has  evolved,  HCFA  has  become  increasingly 
stringent  in  its  negotiations  with  states  over  waiver  formula  projections.  HCFA  now 
requires  much  more  detailed  and  specific  documentation  that  utilization  of  nursing  homes 
by  Medicaid  recipients  would  actually  increase  but  for  the  waiver.  If,  for  example, 
nursing  home  occupancy  rates  in  the  state  are  very  high — as  they  are  in  most  states — the 
state  must  present  documentation  that  new  nursing  home  beds  would  be  built  to  meet 
estimates  of  projected  utilization.  This  documentation  may  require  submission  of 
Certificate  of  Need  (CON)  applications,  approved  or  pending,  in  states  in  which  there 
were  moratoriums  on  the  development  of  new  nursing  home  beds,  on  the  basis  that  the 
Section  2176  waiver  would  have  no  marginal  impact  on  reducing  Medicaid  costs.  This 
creates  a  difficult  dilemma  for  such  states,  many  of  whom  established  moratoria  on 
institutional  capacity  in  order  to  free  future  resources  for  investment  in 
community-based  care. 

The  net  effect  of  HCFA's  increased  stringency  is  a  reduction  in  the  size  of  state 
waiver  programs.  By  lowering  states'  projections  of  what  nursing  home  expenditures 
would  have  been  without  the  waiver,  HCFA  is  also  lowering  levels  of  projected  savings 
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which  may  be  used  to  finance  home  and  community-based  services.  An  application  which 
projected  a  $10  million  reduction  in  nursing  home  expenditures  could  spend  that  $10 
million  on  waivered  services.  However,  if  HCFA  claims  that  the  waiver  will  actually  save 
only  $1  million  on  nursing  home  care,  then  the  state  can  spend  only  $1  million  for  waiver 
services. 

These  negotiations  over  waiver  formula  estimates  occur  not  only  at  original 
application,  but  in  applications  for  waiver  renewals.  A  Section  2176  waiver  lasts  for  three 
years  to  five  years,  at  which  time  states  must  either  seek  a  renewal  of  the  original 
waiver,  or  submit  an  entirely  new  waiver  application.  (As  described  below,  new  federal 
legislation  guarantees  states  with  waivers  expiring  in  FY  1986  at  least  a  one  year 
extension.)  In  some  cases,  renegotiation  of  waiver  formulas  in  renewal  applications  has 
led  to  actual  reductions  in  waiver  program  caseloads,  or  the  capping  of  waiver  programs 
at  their  current  caseload.  Even  when  caseloads  are  allowed  to  expand,  increases  have 
generally  not  exceeded  6-8  percent  per  year. 

Nonetheless,  within  these  overall  cost  restrictions,  states  are  permitted  wide  latitude 
in  the  design  of  their  Section  2176  waiver  programs.  There  is  considerable  flexibility  in 
the  types  of  services  which  states  can  elect  to  cover  under  their  waiver  programs.  The 
most  common  services  are  case  management,  homemaker,  personal  care,  adult  day  care, 
habilitation,  respite,  and  non-medical  transportation.  States  have  also  chosen  to  cover 
such  services  as  modifications  to  the  home  (grab  bars,  ramps),  special  medical  equipment 
(walkers,  respirators),  emergency  response  systems,  family  consultation  and  training 
services,  companion  homes  for  the  mentally  retarded,  medical  supplies,  moving 
assistance,  crisis  intervention  services,  and  so  on.  Room  and  board  are  specifically 
restricted  by  the  enabling  legislation. 

States  are  also  permitted  considerable  flexibility  in  determining  who  is  eligible  to 
receive  waiver  services.  These  options  can  be  either  more  expansionary  or  more 
restrictive  than  eligibility  requirements  under  the  regular  state  Medicaid  program.  In 
determining  financial  eligibility  for  the  waiver  program,  states  may  apply  rules  used  in 
determining  Medicaid  eligibility  for  institutionalized  recipients.  Specifically,  states  may 
use  a  special  income  level  (the  so-called  "300  percent  rule")  in  determining  financial 
eligibility,  and/or  waive  deeming  requirements  for  applicants  who  live  with  a  spouse  or 
with  parents  who  are  not  Medicaid-eligible.  Prior  to  COBRA,  however,  the  number  of 
waiver  recipients  who  qualified  under  these  expanded  eligibility  options  was  minimal, 
since  the  amount  of  income  which  recipients  were  allowed  to  keep  for  their  maintenance 
needs  was  often  insufficient.  Under  COBRA,  states  can  set  income  levels  for  the 
maintenance  needs  of  waiver  recipients  which  are  higher  than  the  levels  employed  in  their 
medically  needy  or  SSI  programs. 

An  important  aspect  of  the  Section  2176  waiver  program  is  that  states  may  also  limit 
the  program  to  highly  restricted  populations.  Federal  regulations  require  only  that 
recipients  of  waivered  services  meet  level  of  care  criteria  for  admission  to  a  SNF,  ICF,  or 
ICF/MR.  In  most  states,  these  criteria  are  quite  broad,  so  that  the  criteria,  of  themselves, 
are  not  effective  screens  for  assuring  the  cost-effectiveness  of  a  waiver  program.  As 
previously  discussed,  there  are  substantial  numbers  of  persons  living  in  the  community 
who  qualify  for  admission  to  a  nursing  home,  but  who  are  nonetheless  not  at  imminent  risk 
of  institutionalization.  Under  the  Section  2176  waiver  program,  states  are  encouraged  to 
apply  additional  targeting  criteria  to  limit  the  waiver  to  persons  who  are  at  high  risk  for 
nursing  home  placement. 

There  are  various  strategies  which  states  can  employ  in  targeting  home  and 
community-based  services.    These  targeting  strategies  are  discussed  in  more  detail 
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in  Section  III.  C.  In  brief,  states  may  restrict  admissions  to  specific  referral  sources  (e.g., 
acute  care  hospitals,  preadmission  screening  programs);  they  may  apply  various  functional 
or  behavioral  criteria  in  determining  eligibility  (e.g.  quantitative  measures  of  functional 
impairment),  or  even  social  indicators  (e.g.  marital  status).  In  addition,  states  may  limit 
the  program  on  a  geographical  basis  through  waivers  of  statewideness,  and  to  specific 
Medicaid  eligibility  groups  (e.g.  only  aged  SSI  cash  recipients).  Finally,  states  are  allowed 
to  exclude  persons  who  would  be  more  expensive  to  serve  in  a  community  setting  than  in  a 
nursing  home  on  a  case-by-case  basis. 

At  the  time  of  this  writing,  the  Consolidated  Omnibus  Budget  Reconciliation  Act 
(COBRA)  of  1985  had  just  been  enacted,  making  several  important  changes  to  the  Section 
2176  waiver  program.  In  sum,  most  of  the  provisions  expanded  state  flexibility  under  the 
waiver  to  an  even  greater  extent  than  previous  legislation,  and  revoked  a  number  of 
HCFA's  regulatory  and  administrative  actions  to  limit  expenditures  for  waiver  services. 
Among  the  more  important  provisions  of  COBRA  relating  to  the  waiver  are: 

-  HHS  is  prohibited  from  denying  federal  Financial  Participation  (FFP)  or 
terminating  waivers  which  exceed  their  projected  estimates  for  waiver  services; 

-  HHS  is  required  to  approve  extensions  of  at  least  one  year,  but  optionally  up  to 
five  years,  for  any  waiver  scheduled  to  expire  between  October  1,  1985  and 
September  30,  1986,  upon  a  state's  request; 

-  The  period  for  which  a  waiver  can  be  renewed  is  extended  from  3  years  to  5  years; 

-  The  legislation  clarifies  that  habilitation  services  provided  to  developmentally 
disabled  waiver  recipients  can  include  prevocational,  vocational,  and  educational 
services,  but  only  for  waiver  recipients  who  were  previously  institutionalized  in  a 
SNF,  ICF  or  ICF/MR.  Previously,  HCFA  had  disallowed  coverage  of  vocational 
and  educational  services  under  the  waiver  on  the  basis  that  these  services  were 
not  integral  to  the  avoidance  of  ICF/MR  placement  for  the  developmentally 
disabled; 

-  HCFA  is  restricted  from  requiring  states  to  demonstrate  Medicaid  program 
savings  in  their  waiver  formula  projections  (the  so-called  "75  percent  rule"), 
clarifying  that  states  have  to  only  demonstrate  that  the  waiver  will  not  increase 
costs  to  Medicaid; 

-  States  are  allowed  to  set  higher  income  standards  for  individuals  receiving  waiver 
services  than  under  previous  regulations.  This  provision  would,  if  elected  by 
states,  allow  waiver  recipients  to  keep  more  income  for  their  maintenance  needs 
than  aged,  blind,  and  disabled  persons  who  apply  for  medical  assistance  under 
usual  Medicaid  eligibility  rules. 

-  Limits  on  the  number  of  persons  who  can  receive  waiver  services  are  changed 
from  counts  of  "unduplicated  recipients"  to  "average  daily  caseload".  Previously, 
states  had  encountered  difficulties  in  keeping  track  of  the  number  of  unduplicated 
waiver  recipients,  since  their  program  planning  and  budgeting  processes  were 
usually  based  on  projections  of  average  daily  caseloads. 
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COBRA  also  includes  a  number  of  more  minor  changes  to  the  waiver  program, 
including  allowing  states  to  cover  ventilator-dependent  children  who  would  otherwise 
require  inpatient  hospital  care;  allowing  states  to  use  data  specific  to  their  target 
populations  in  making  waiver  formula  projections;  allowing  state  Medicaid  agencies  to 
enter  into  cooperative  agreements  with  agencies  administering  Maternal  and  Child  Health 
Block  grants  in  order  to  administer  home  and  community-based  waivers  for  chronically  ill 
children;  and  requiring  HHS  to  set  up  a  task  force  to  examine  alternatives  to 
institutionalization  for  technology-dependent,  chronically-ill  children. 

In  summary,  the  Section  2176  waiver  program  represents  a  dramatic  shift  in  Medicaid 
long-term  care  policy  in  allowing  states  to  expand  their  service  coverage  options  to 
include  non-medical  as  well  as  medically-oriented  long-term  care  services.  However,  in 
order  to  receive  federal  Financial  Participation  (FFP)  for  these  services  under  Medicaid, 
Section  2176  waiver  programs  must  meet  HCFA's  test  of  cost-effectiveness.  This  test 
became  increasingly  stringent  as  the  waiver  program  evolved,  and  consequently  the  size 
of  approved  waiver  program  caseloads  has  been  kept  relatively  low.  However,  recent 
statutory  changes  made  in  COBRA  are  likely  to  have  a  significant  impact  on  allowing 
states  to  cover  home  and  community-based  services  under  the  waiver,  although  how  these 
changes  will  actually  be  implemented  in  regulation  and  administration  is  uncertain  at  this 
time.  The  future  course  of  the  program  remains  uncertain,  particularly  under  the  fiscal 
pressures  of  Gramm-Rudman  spending  cuts.  Consequently,  it  is  reasonable  to  expect  that 
Congress  and  the  Administration  will  make  further  regulatory  and  policy  changes  to  the 
Section  2176  waiver  program  as  it,  or  its  successor,  evolves  over  the  coming  years. 

C.    Model  Waivers 

To  assist  states  in  using  the  Section  2176  waiver  authority  for  specific  individuals 
who  would  otherwise  be  ineligible  for  Medicaid  while  living  at  home,  HHS  has  provided 
states  with  the  option  of  requesting  a  "Model"  Section  2176  waiver,  which  is  limited  to  a 
maximum  of  50  individuals  per  waiver.  States  may  apply  for  a  Model  waiver  in  addition  to 
or  in  lieu  of  a  regular  Section  2176  waiver.  Model  waivers  were  specifically  designed  to 
provide  home  and  community-based  services  to  blind  and  disabled  individuals  who  would 
otherwise  be  eligible  for  Medicaid  only  if  placed  in  an  institution. 

Since  Model  waivers  are  in  effect  "mini-Section  2176"  programs,  states  must  provide 
at  least  one  home  and  community-based  service — for  example,  case  management.  In 
other  words,  it  cannot  be  used  simply  to  extend  eligibility  for  regular  Medicaid  state  plan 
services  to  certain  persons  who  would  otherwise  be  ineligible  for  Medicaid  outside  an 
institution.  Model  waivers  are  also  restricted  to  persons  who  meet  Medicaid  categorical 
criteria  for  blindness  or  disability;  aged  persons  are  not  eligible  unless  they  also  qualify  as 
blind  or  disabled.  Although  Model  waivers  must  meet  all  the  statutory  requirements  of 
regular  Section  2176  waiver  programs,  HHS  has  devised  streamlined  application  and 
documentation  requirements,  so  that  federal  regulatory  oversight  is  somewhat  less 
burdensome  for  Model  waivers. 

As  of  March  1986,  21  Model  waivers  were  operating  in  14  states.  Some  states  have 
used  the  Model  waiver  as  an  alternative  to  the  Section  2176  waiver;  other  states  operate 
both  Section  2176  waivers  and  Model  waivers.  Model  waivers  are  often  used  to  finance 
small  home  and  community-based  service  programs  for  person  with  very  specific  types  of 
disabilities,  for  example,  persons  with  spinal  cord  injuries.  New  Mexico's  model  waiver  is 
used  to  provide  in-home  services  to  families  with  medically  fragile  disabled  children. 
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Both  the  Model  waiver  program  and  the  Section  134  eligibility  option  are  often 
confused  with  the  original  "Katie  Beckett"  waiver.  Named  after  the  child  for  whom  the 
waiver  was  first  used,  the  Katie  Beckett  waiver  process  was  designed  to  extend  Medicaid 
coverage  to  specific  disabled  individuals  who  would  be  ineligible  for  Medicaid  outside  an 
institution  due  to  Medicaid  deeming  rules,  but  who  could  be  provided  care  in  their  homes 
at  a  lower  cost  than  in  an  institution.  Under  the  Katie  Beckett  waiver  process,  states 
could  apply  to  an  HHS  Intra-Departmental  Board  for  SSI  Deeming  Determinations  to 
secure  Medicaid  eligibility  for  such  individuals  on  a  case-by-case  basis.  However,  the  use 
of  an  intra-departmental  board  to  grant  waivers  on  a  case-by-case  basis  was  recognized 
as  an  overly-bureaucratic  mechanism,  and  the  Board  was  disbanded  in  December,  1984. 
States  are  now  encouraged  to  use  either  the  Section  134  eligibility  option  or  the  Model 
waiver  process  for  such  cases,  although  the  Secretary  of  HHS  still  retains  the  authority  to 
grant  Katie  Beckett  waivers  in  special  circumstances. 

III.   PROGRAM  DESIGN  AND  IMPLEMENTATION  ISSUES 

State  long-term  care  policies  are  clearly  moving  in  the  direction  of  allocating 
increased  resources  to  home  and  community-based  care.  The  previous  section  has 
outlined  eligibility  and  service  coverage  options  which  allow  states  to  pursue  this  policy 
direction  within  the  parameters  of  their  state  Medicaid  programs.  However,  the  election 
of  these  Medicaid  program  options  is  but  the  first  step  in  the  development  of  a  home  and 
community-based  services  system.  The  program  must  then  be  implemented.  One 
long-term  care  researcher  has  likened  implementation  to  original  sin — it  cannot  be 
avoided  (Greenberg  et  al,  1981).  It  is  only  in  implementation  that  we  discover  what  policy 
has  wrought.  In  some  states,  the  promise  of  home  and  community-based  services  has 
clearly  not  been  fulfilled. 

This  section  discusses  some  of  the  major  program  design  issues  which  states  face  in 
the  implementation  of  Medicaid-funded  home  and  community-based  service  programs.  Of 
necessity,  the  discussion  has  to  be  highly  selective;  state  administration,  case 
management  systems,  targeting  strategies,  service  allocation  decisions,  providers,  and 
program  monitoring  have  been  selected  as  six  areas  for  discussion. 

The  discussion,  with  exceptions,  is  not  prescriptive.  As  previously  mentioned,  there 
is  no  home  and  community-based  care  program  which  has  discovered  all  the  answers.  The 
optimal  approach  is  also  dependent  on  the  context  of  each  state's  long-term  delivery 
system  and  its  politics.  A  meritorious  approach  in  one  state  might  be  a  political  disaster 
in  the  next. 

A.    State  Administration 

A  primary  decision  states  must  make  is  how  to  integrate  a  home  and 
community-based  care  program  financed  under  Medicaid  with  other  community-based 
service  programs  already  in  existence.  Although  home  and  community-based  services  for 
impaired  elderly  persons  have  generally  not  been  available  under  Medicaid,  all  states  have 
developed  home  and  community-based  services  systems  to  some  extent  through  other 
funding  sources.  All  states  receive  funding  for  home  and  community-based  services  under 
Title  III  of  the  Older  Americans  Act,  administered  through  state  and  Area  Agencies  on 
Aging.  Most  states  also  use  some  portion  of  their  Social  Services  Block  Grant  funds  to 
support  home  and  community-based  care  for  the  elderly.  In  some  states,  the  state  Health 
Department  is  a  major  provider  of  community-based  care  through  local  publicly-operated 
Home  Health  Agencies  (HHAs).  Finally,  a  number  of  states  have  invested  substantial 
resources  of  their  own  in  developing  alternative  long-term  care  services  for  the  elderly 
and  disabled,  without  federal  assistance. 
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The  first  and  fundamental  implementation  question  is:  "Who  is  going  to  administer 
this  program?"  Any  state  which  offers  up  the  fruit  of  a  newly-funded  home  and 
community-based  services  program  usually  finds  numerous  takers,  of  equally  voracious 
appetite.  One  of  the  more  pernicious  aspects  of  our  fragmented  long-term  care  financing 
system  is  the  competition  for  resources  and  turf  battles  it  has  created.  The  introduction 
of  new  funding  for  home  and  community-based  services  can  reignite  long-standing  battles 
for  resources,  programs,  and  clients  among  state  and  local  agencies. 

In  response  to  these  problems  of  program  fragmentation  and  inter-agency 
competition,  some  states  have  undertaken  initiatives  to  consolidate  their  long-term  care 
delivery  systems.  In  1978,  the  state  of  Oregon  received  a  HCFA  demonstration  grant  to 
test  consolidated  administration  of  long-term  care  services  in  a  five  county  area  in  the 
southwest  portion  of  the  state.  This  demonstration  led  to  1981  legislation  creating  a  new 
single  state  agency,  responsible  for  administering  all  long-term  care  services,  including 
nursing  home  care,  to  the  state's  elderly  and  physically  disabled  population.  The  Oregon 
Senior  Services  Division  now  administers  a  biennial  budget  of  $253.7  million,  of  which 
$135  million  are  Medicaid  funds,  $95  million  state  general  funds,  $20  million  are  Older 
Americans  Act  funds,  and  $3  million  Social  Services  Block  Grant  funds.  About  79  percent 
of  direct  service  expenditures  pay  for  nursing  home  care,  and  21  percent  for  home  and 
community-based  services. 

Other  states,  while  falling  short  of  reorganization,  have  nevertheless  created  new 
administrative  approaches.  When  the  South  Carolina  Community  Long  Term  Care  Project 
began  in  1978  as  a  Section  1115  waiver  demonstration,  the  state  created  a  Long  Term 
Care  Policy  Council  comprised  of  the  directors  of  the  departments  of  social  services 
(which  included  Medicaid),  mental  health,  health,  aging,  and  the  Governor's  office  to 
oversee  the  project.  The  council  operated  outside  the  constraints  of  the  usual  state 
administrative  structure,  reporting  directly  to  the  Governor.  The  existence  of  the  council 
led  to  a  reorientation  of  priorities  in  the  delivery  of  community-based  services; 
commitments  for  sharing  resources  across  programs;  and  the  development  of  a  consensus 
regarding  the  need  to  target  community-based  resources  to  the  most  frail  and  financially 
needy.  "Before  the  existence  of  the  council,  the  various  agencies  weren't  quite  sure  what 
the  other  agencies  were  doing.  All  they  were  sure  of  was  that  the  money  they  were 
spending  for  the  elderly  was  not  having  the  impact  they  had  hoped  for,"  states  Tom 
Brown,  the  project's  director. 

Program  integration  is  particularly  important  for  coordinating  Medicaid-funded 
services  with  resources  available  through  other  programs.  For  example,  a  significant 
proportion  of  nursing  home  recipients  on  Medicaid  are  not  originally  eligible  for  Medicaid 
when  they  first  enter  a  nursing  home,  but  later  become  eligible  after  exhausting  their 
private  resources.  Efforts  to  reduce  Medicaid  nursing  home  utilization  and  expenditures 
may  therefore  include  strategies  for  diverting  this  "spend  down"  population  from  nursing 
home  admission  as  well.  The  state  of  Minnesota  has  enacted  a  complement  to  its  Section 
2176  waiver  program  to  provide  home  and  community-based  services  to  this  target  group. 
The  state's  nursing  home  preadmission  screening  program  identifies  nursing  home 
applicants  who  would  be  financially  eligible  for  Medicaid  within  180  days  of  admission. 
Home  and  community-based  services  are  then  offered  through  a  combination  of  public  and 
private  resources,  with  the  assurance  that  publicly-funded  home  care  services  will  be 
provided  through  the  waiver  program  once  the  client's  private  resources  are  depleted. 

Frequently,  state  Medicaid  agencies  share  administrative  responsibilities  for  home 
and  community-based  services  programs  with  other  state  agencies,  through  inter-agency 
agreements.  In  some  instances,  another  state  agency  (e.g.  the  State  Office  on  Aging)  will 
assume  lead  responsibility  for  administering  the  program,  while  the  Medicaid  agency 
retains  general  oversight  responsibility. 
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However,  there  are  strong  arguments  for  keeping  the  state  agency  responsible  for 
Medicaid  payments  to  nursing  homes  directly  involved  in  program  administration.  One 
idea  underlying  the  use  of  Medicaid  as  a  funding  source  for  home  and  community-based 
services  (as  opposed  to  a  separate  funding  source)  is  to  create  fiscal  incentives  for  the 
more  efficient  use  of  resources.  This  approach  takes  the  position  that  the  appropriate 
equilibrium  between  institutional  and  non-institutional  long-term  care  service 
alternatives  will  not  occur  until  all  resources  come  out  of  the  same  pocket.  A  state 
agency  which  administers  a  community-based  services  program,  but  which  reaps  no 
benefit  from  reduced  utilization  of  nursing  homes,  has  far  less  incentive  to  target  services 
efficiently.  Administration  of  Section  2176  waiver  programs  requires  the  coordinated 
development  of  institutional  and  non-institutional  services  in  order  to  meet  waiver 
formula  projections.  Consequently,  states  should  give  serious  consideration  to 
establishing  an  administrative  structure  in  which  the  development  of  home  and 
community-based  services  under  Medicaid,  and  Medicaid  payments  for  nursing  home  care, 
are  centrally  coordinated.  Dick  Ladd,  Administrator  of  the  Oregon  Senior  Services 
Division  states,  "It  is  absolutely  essential  for  the  administrating  agency  to  have  the 
authority  and  flexibility  to  shift  resources  from  nursing  homes  to  community-based 
services."  It  should  be  noted  that  the  National  Governors'  Association  has  underway  a 
comparative  analysis  study  (to  be  published  in  December,  1986)  that  will  examine  such 
long-term  care  policy  and  program  coordination  efforts  in  six  states,  including  Oregon. 

B.    Case  Management  Systems 

The  design  and  structure  of  the  case  management  system  is  absolutely  key  to  the 
development  of  a  cost-effective  home  and  community-based  services  program.  Case 
management  is  the  core  of  any  home  and  community-based  services  system,  and  the 
primary  mechanism  by  which  managerial  control  is  exerted  over  the  delivery  of  services. 
The  specifications  of  the  case  management  system  will: 

-  Determine  how  potential  recipients  are  referred  to  the  program; 

-  Establish  procedures  for  assessing  the  service  needs  of  program  applicants; 

-  Establish    procedures    for    determining    who     is     eligible     for    home  and 
community-based  services  and  who  is  not; 

-  Allocate  services  according  to  the  assessed  needs  of  clients; 

-  Establish   guidelines    for    coordinating    Medicaid-funded    services    with  other 
community  resources; 

-  Determine  how  the  delivery  of  services  by  providers  is  monitored;  and 

-  Periodically  adjust  authorized  services  in  accordance  with  changing  client  needs. 

Since  case  managers  are  usually  the  "gatekeepers"  to  home  and  community-based 
services,  it  is  essential  that  states  develop  specific  and  uniform  procedures  which 
determine  who  comes  to  the  gate,  under  what  conditions  the  gate  will  be  opened,  and  how 
persons  let  through  the  gate  will  be  treated.  States  which  have  not  developed  centralized 
case  management  systems  have  too  often  discovered  that  without  such  centralized 
control,  there  will  be  wide  variation  in  admission  procedures,  service  allocation  levels, 
and  client  monitoring. 
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A  basic  decision  is  who  case  managers  should  work  for.  Since  case  mangers  play  a 
key  role  in  determining  who  is  eligible  to  receive  community-based  services,  many  states 
are  opting  to  keep  case  management  and  service  delivery  systems  separate.  Thus, 
concurrent  with  their  efforts  to  expand  delivery  systems  for  home  and  community-based 
services,  states  are  developing  case  management  infrastructures  to  allocate  and  monitor 
those  services. 

One  trade-off  is  often  the  desire  to  keep  strong  centralized  control  over  the  case 
management  system,  versus  the  problems  of  maintaining  an  efficient  operation  within  the 
confines  of  state  bureaucracy.  Some  states,  therefore,  have  chosen  to  develop  a  case 
management  infrastructure  through  intermediary  agencies,  which  work  directly  for  the 
state,  but  which  do  not  provide  direct  services.  The  state  of  Connecticut  contracts  with  a 
single  statewide  case  management  agency,  Connecticut  Community  Care,  Incorporated 
(CCCI),  whose  sole  function  is  to  provide  case  management  services  for  its  home  and 
community-based  services  program.  CCCI  offers  a  staff  of  professionally  trained  case 
managers  who  authorize  services  in  accordance  with  a  specific  set  of  performance 
indicators  established  by  the  state.  CCCI  provides  the  state  of  Connecticut  with  both  the 
benefits  of  centralized  state  control  over  the  allocation  of  services,  and  the  flexibility  of 
a  privately-operated  organization. 

State  and  Area  Agencies  on  Aging  (AAAs)  are  obvious  candidates  for  providing  the 
case  management  infrastructure  for  Medicaid-financed  home  and  community-based 
services.  AAAs  offer  an  established  regional  network  of  agencies  which  are  already 
familiar  with  the  local  provider  network  and  the  local  elderly  population.  However,  there 
is  often  friction  between  state  Medicaid  Agencies  and  the  AAAs.  In  part,  this  is  because 
some  AAA  case  managers  have  traditionally  attempted  to  maximize  the  use  of  Medicaid 
and  Medicare  services  on  behalf  of  their  clients  and  have,  therefore,  not  been  viewed  as 
facilitators  of  Medicaid  program  cost-effectiveness.  As  AAAs  have  become  responsible 
for  living  within  Medicaid  budgets,  a  number  of  states  have  found  them  to  be  a  viable 
structure  for  assessment  and  case  management.  The  friction  also  relates  to  the  fact  that 
the  primary  funding  source  for  the  AAAs,  and  the  services  they  deliver,  is  Title  III  of  the 
Older  Americans  Act.  Under  the  Older  Americans  Act,  any  person  over  the  age  of  60  is 
eligible  for  services,  regardless  of  financial  need.  Consequently,  AAAs  are  often  accused 
of  serving  the  "healthy  and  wealthy"  elderly,  rather  than  the  elderly  poor  on  Medicaid 
with  severe  functional  impairments,  who  comprise  the  target  population  for 
Medicaid-funded  home  and  community-based  care  programs.  It  is  necessary  to  point  out 
that  these  are  misguided  perceptions  in  some  states,  where  the  state  Office  on  Aging  has 
made  a  significant  effort  to  reorient  AAA  service  priorities  to  those  elderly  in  most 
physical  and  financial  need. 

Nonetheless,  a  point  of  decision  for  state  Medicaid  Agencies  is  whether  to  work 
collaboratively  with  the  AAAs  in  delivering  home  and  community-based  services,  using 
the  AAAs'  existing  case  management  structure,  or  whether  to  establish  a  separate  case 
management  structure  which  specifically  targets  the  Medicaid-eligible  population.  Some 
programs,  such  as  Wisconsin's  Community  Options  Program  (COP),  are  also  generic  to 
multiple  target  groups — such  as  the  adult  disabled,  the  developmentally  disabled,  the 
chronic  mentally  ill,  etc. — in  addition  to  the  frail  elderly,  and  therefore  are  broader  than 
the  usual  jurisdiction  of  state  and  Area  Agencies  on  Aging. 

Some  states  have  recognized  an  inherent  dichotomy  in  the  objectives  of  a  case 
management  system.  On  the  one  hand,  the  system  is  supposed  to  function  as  the 
gatekeeper,  screening  out  clients  who  do  not  meet  the  program's  specified  targeting 
criteria.  On  the  other  hand,  once  a  client  is  determined  eligible  for  services,  the  case 
management  system  should  also  serve  as  the  client's  advocate,  ensuring  that  allocated 
services  are  properly  delivered,  and  leveraging  other  community  resources  which  may  be 
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available.  Consequently,  some  states  have  made  a  decision  to  split  case  management 
activities  into  two  distinct  functions:  first,  those  activities  related  to  the  initial 
screening,  assessment  and  enrollment  of  program  applicants,  and  second,  those  activities 
related  to  the  ongoing  care  of  the  client.  For  example,  in  Ohio's  2176  waiver  program, 
assessors — who  are  distinct  from  case  managers — perform  the  original  assessment  of 
service  needs,  the  determination  of  who  is  eligible  for  home  and  community-based 
services,  and  the  allocation  of  services  according  to  the  assessed  client  needs.  Client 
case  managers  are  then  responsible  for  assuring  the  coordinated  delivery  of  services,  and 
monitoring  service  providers. 

Oregon  has  developed  a  case  management  infrastructure  which  has  become 
increasingly  specialized.  Although  the  majority  of  case  managers  perform  generic 
screening  and  assessment  of  applicants  for  services  (both  nursing  home  and  alternative 
services),  other  case  managers  have  developed  special  areas  of  expertise.  Some  specialize 
in  relocating  persons  who  are  inappropriately  placed  in  nursing  homes  back  into  the 
community.  Others  are  "risk  intervention"  managers  who  specialize  in  identifying 
community  resources  for  applicants  who  do  not  meet  financial  or  service  eligibility 
criteria  for  publicly  funded  services.  Other  case  managers  investigate  abuse  complaints 
in  both  nursing  homes  and  community-based  programs.  Registered  nurses,  also  part  of  the 
infrastructure,  conduct  inspections  of  care  in  nursing  homes  and  in  the  community,  and 
recommend  appropriate  sanctions  when  providers  are  not  meeting  established  service 
quality  standards. 

In  developing  a  case  management  infrastructure,  states  must  remain  aware  of  the 
relative  proportion  of  resources  spent  on  case  management  and  on  direct  services.  The 
cost  of  case  management  in  and  of  itself  can  be  considerable,  and  can  easily  get  out  of 
proportion  to  the  service  resources  which  are  supposedly  being  managed. 

C.    Targeting  Strategies 

Home  and  community-based  service  programs  can  only  be  cost-effective  substitutes 
for  institutional  care  if  they  target  persons  who  would  otherwise  enter  nursing  homes. 
Evaluations  of  research  and  demonstration  projects  in  home  and  community-based  care 
have  shown  that  most  projects  were  not  cost-effective  because  they  did  not  target 
services  to  persons  who  were  at  high  risk  of  nursing  home  placement  and  actually  use 
nursing  home  care.  This  section  discusses  targeting  strategies  to  increase  the  likelihood 
that  home  and  community-based  services  provided  under  Medicaid  will  substitute,  rather 
than  supplement,  other  Medicaid-funded  services,  particularly  nursing  home  care. 

1.  Links  with  PreAdmission  Screening  Programs 

The  most  effective  targeting  strategy  is  to  link  entry  to  home  and  community-based 
services  with  nursing  home  preadmission  screening.  In  this  approach,  access  to  home  and 
community-based  services  is  restricted  to  only  those  persons  who  have  actually  applied 
for  Medicaid  coverage  in  a  nursing  home.  In  contrast,  many  home  and  community-based 
service  programs  have  cost  more  than  anticipated  because  they  have  drawn  their 
caseloads  from  the  general  community  population.  Even  though  programs  have  applied 
stringent  disability  criteria  in  determining  applicants'  eligibility  for  home  and 
community-based  services,  research  studies  have  repeatedly  shown  that  these  persons, 
despite  severe  functional  impairments,  are  at  relatively  low  risk  for  institutional 
placement.  The  results  of  these  studies  support  the  observation  that  there  are  large 
numbers  of  impaired  elderly  persons  living  in  the  community  who  would  easily  meet 
nursing  home  admission  criteria,  but  who,  for  one  reason  or  another,  are  not  users  of 
nursing  home  care. 


-  82  - 


Thus,  a  basic  targeting  strategy  is  to  limit  access  to  home  and  community-based 
services  to  persons  who  have  already  made  up  their  mind  to  apply  for  nursing  home 
admission.  Most  state  Medicaid  programs  now  have  mandatory  preadmission  screening 
programs,  which  require  nursing  home  applicants  to  meet  ICF  or  SNF  level  of  care 
criteria  before  authorization  of  Medicaid  payment.  Preadmission  screening  programs  are 
designed  to  identify  nursing  home  applicants  who  do  not  require  the  level  of  care  provided 
in  a  nursing  home.  Therefore,  preadmission  screening  programs  serve  as  a  logical  referral 
source  for  nursing  home  applicants  who  meet  ICF  or  SNF  level  of  care  criteria,  but  who 
could  be  served  equally  well  in  non-institutional  settings  at  lower  public  cost. 

Of  the  twenty  or  more  demonstration  projects  in  Medicaid-funded  home  and 
community-based  services,  the  South  Carolina  Community  Long  Term  Care  Project  was 
the  most  successful  in  reducing  nursing  home  use.  Six  months  after  entry  to  the  program, 
38  percent  of  the  experimental  group  (those  provided  home  and  community-based 
services)  had  entered  nursing  homes,  compared  to  53  percent  of  the  control  group  (who 
were  not  offered  services)  (Brown  et  al,  1985).  These  rates  of  nursing  home  entry  are 
substantially  higher,  for  both  treatments  and  controls,  than  observed  in  most  other  home 
and  community-based  care  demonstration  projects,  in  which  typically  only  10-20  percent 
of  both  the  treatment  and  control  groups  actually  used  nursing  home  care  within  6-12 
months  of  follow-up. 

These  statistics  support  the  conclusion  that  the  South  Carolina  Community  Long 
Term  Care  Project  was  uniquely  successful  in  identifying  a  target  population  which  was  at 
relatively  high  risk  of  institutionalization,  and  was  further  successful  at  diverting  a 
significant  percentage  of  that  high  risk  population  to  the  community.  Enough  savings 
were  generated  from  reduced  nursing  home  use  to  pay  for  the  home  and  community-based 
services  provided  to  project  recipients.  The  success  of  the  South  Carolina  Community 
Long  Term  Care  Project  in  targeting  services  effectively  is  generally  attributed  to  its 
linkage  with  a  mandatory  nursing  home  preadmission  screening  program. 

Linking  entry  to  home  and  community-based  service  programs  with  nursing  home 
preadmission  screening  has  implications  for  the  design  of  the  case  management  system. 
The  case  management  system  must  have  administrative  relationships  with  the  major 
referral  sources  for  Medicaid  nursing  home  entry.  Most  Medicaid  nursing  home  recipients 
are  not  admitted  directly  from  the  community.  Many  come  from  general  hospitals  after 
an  acute  illness  episode,  such  as  a  stroke  or  hip  fracture.  This  means  that  the  case 
management  system  must  have  relationships  with  hospital  discharge  units  so  that  case 
managers  can  come  into  the  hospital  and  assess  potential  candidates  for  home  and 
community-based  services  before  they  are  actually  admitted  to  a  nursing  home. 

Other  nursing  home  recipients  come  into  the  Medicaid  program  directly  from  nursing 
homes.  They  were  admitted  as  private  pay  clients  and  apply  for  Medicaid  benefits  after 
their  available  resources  are  depleted.  Case  management  systems  can  be  set  up  to 
identify  these  persons  before  they  enter  nursing  homes  as  private  pay  clients,  as  in 
Minnesota's  Alternative  Grants  program,  or  attempts  can  be  made  to  relocate  these 
nursing  home  recipients  once  they  apply  for  Medicaid.  Oregon's  Senior  Service  Division 
has  successfully  relocated  over  3,500  nursing  home  residents  back  into  the  community 
since  it  initiated  this  component  of  its  alternative  long-term  care  program  in  April  of 
1982. 

Another  implication  of  linking  entry  to  a  home  and  community-based  services 
program  with  nursing  home  preadmission  screening  is  that  a  high  percentage  of  these 
nursing  home  applicants  will  either  not  be  appropriate  for  home  and  community-based 
services  or  will  choose  to  enter  nursing  homes  anyway.  Access  to  Rhode  Island's  Section 
2176  Medicaid  waiver  program  is  limited  to  persons  in  acute  care  hospitals  who  have 
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applied  for  nursing  home  admission  through  the  hospital  discharge  unit.  After  referral  and 
assessment,  waiver  program  case  managers  then  propose  "nursing  home  services  in  the 
community"  as  an  alternative  to  these  persons  and  their  families,  outlining  a  preliminary 
service  package  which  would  be  provided.  Only  about  one  out  of  every  five  persons 
accepts  the  proposal;  most  keep  with  their  decision  to  enter  a  nursing  home. 

This  points  out  a  Catch-22  of  effective  targeting:  programs  are  more  cost-effective 
if  they  target  persons  who  have  already  applied  for  nursing  home  admission,  but  once 
these  potential  candidates  for  home  and  community-based  services  have  decided  to  enter 
a  nursing  home,  it  is  often  difficult  to  get  them  to  change  their  minds.  Rhode  Island  is 
working  on  strategies  to  increase  the  percentage  of  persons  who  accept  the  home  and 
community-based  care  alternative. 

It  is  necessary  to  make  a  distinction  between  true  linkages  with  nursing  home 
preadmission  screening  programs  and  those  which  are  linked  in  name  only.  Applicants  to 
Georgia's  Community  Care  Services  Program  (CCSP)  must  go  through  the  state's  nursing 
home  preadmission  screening  program  operated  by  the  statewide  PSRO,  and  screeners  are 
blind  as  to  whether  the  applicant  is  a  true  nursing  home  applicant  or  an  applicant  for 
CCSP,  but  most  of  the  referrals  to  CCSP  are  not  persons  who  have  actually  applied  for 
nursing  home  entry. 

Similarly,  linking  program  entry  with  nursing  home  preadmission  screening  can  create 
"woodwork"  effects,  in  which  persons  seeking  home  and  community-based  services  make 
application  for  nursing  home  admission  simply  because  they  know  it  is  the  only  access 
route  into  the  program.  This  can  become  a  public  relations  issue,  in  that  many  states  like 
to  showcase  their  efforts  to  expand  home  and  community-based  care  alternatives,  but  in 
doing  so,  risk  the  possibility  of  increasing  applications  for  services.  The  basic  point  is 
that  linkages  with  nursing  homes  preadmission  screening  programs  are  not  a  guarantee  of 
cost-effectiveness.  States  must  constantly  re-examine  their  targeting  strategies  to 
determine  whether  they  are  admitting  clients  at  high  risk  of  nursing  home  placement. 

2.  Risk  Factors 

Another  targeting  strategy  commonly  employed  in  home  and  community-based  care 
programs  is  to  determine  eligibility  on  the  basis  of  the  presence  of  various  functional, 
behavioral,  and  social  criteria  which  are  know  to  increase  a  person's  risk  for  institutional 
placement.  These  "risk  factors"  have  been  drawn  from  research  studies  which  have 
identified  characteristics  which  differentiate  elderly  persons  who  enter  nursing  homes 
from  those  who  are  successfully  maintained  in  the  community  (Branch  and  Jette,  1982). 
Although  this  research  is  far  from  definitive,  among  the  known  risk  factors  are: 

-  Advanced  age,  particularly  over  the  age  of  80; 

-  Never  married  or  spouse  deceased; 

-  Needs  assistance  in  toileting  or  feeding; 

-  Uses  ambulatory  aides  (walker  or  wheelchair); 

-  Lives  alone;  and 

-  Presence  of  mental  impairment  (senile  dementia,  Alzheimer's,  etc.). 
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Almost  all  home  and  community-based  services  programs  use  some  kind  of 
standardized  instrument  to  assess  program  applicants,  and  determine  their  eligibility  for 
services.  These  assessments  are  usually  conducted  in  addition  to  nursing  home  level  of 
care  certifications,  since  the  latter  usually  only  assess  physical  impairments,  without 
taking  into  account  social  factors  which  may  accentuate  or  buffer  physical  needs  (e.g. 
presence  or  absence  of  family  caregivers).  Although  standardized  assessments  are  useful 
in  documenting  clients'  impairments,  most  states  still  rely  heavily  on  clinical  judgements 
in  determining  whether  a  person  is  eligible  for  home  and  community-based  services. 
Technologies  for  converting  standardized  assessments  into  quantitative  measures  of  "risk" 
are  still  in  the  early  stages  of  development.  Oregon,  for  example,  does  use  a  computer 
program  which  takes  assessment  data  and  assigns  program  applicants  into  one  of  five  risk 
categories  based  upon  various  configurations  of  impairments:  immediate  risk,  high  risk, 
moderate  risk,  low  risk,  and  no  risk.  However,  the  computer  classification  is  not  the  only 
factor  in  determining  whether  a  client  is  eligible  to  receive  services. 

3.  Handling  Applicants  Who  Do  Not  Meet  Target  Criteria 

Finally,  effective  targeting  means  that  programs  must  have  well-formulated  policies 
for  denying  services  to  persons  who  do  not  meet  criteria  for  program  entry.  There  is 
sometimes  a  tendency  for  programs  to  gradually  loosen  their  entrance  criteria  as  the  level 
of  unmet  needs  among  the  elderly  long-term  care  population  becomes  increasingly 
apparent  to  program  staff.  There  can  be  political  pressures  to  loosen  targeting  criteria  as 
a  program  grows  in  popularity.  To  deflect  these  pressures,  some  programs  have  policies 
for  helping  applicants  who  do  not  meet  entrance  criteria  for  Medicaid-funded  services  to 
access  other  available  services  in  their  local  communities.  Although  federal  guidelines 
restrict  Medicaid  funding  to  recipients  who  would  otherwise  be  in  nursing  homes,  states 
may,  of  course,  use  their  own  funding  sources  for  other  populations  in  need.  To  minimize 
red-tape  for  clients  and  to  avoid  costly  duplication  of  administrative  structures,  states 
like  Illinois  have  screening  and  case  management  programs  that  access  the  full  range  of 
state  and  federal  funding  streams.  Another  strategy  is  to  conduct  preliminary 
assessments  by  phone,  in  order  to  screen  out  persons  who  are  at  little  or  no  risk  for 
nursing  home  placement.  Also,  if  the  number  of  access  points  into  the  program  are 
restricted,  such  as  through  nursing  home  preadmission  screening  programs,  there  will  be 
fewer  applicants  who  do  not  meet  entrance  criteria  in  the  first  place. 

D.    Service  Allocation  Decisions 

For  those  clients  who  meet  the  program's  targeting  criteria  and  are  eligible  to 
receive  services,  the  next  implementation  issue  is  what  mix  of  services  to  provide,  at 
what  level  of  frequency,  and  for  how  long.  Service  allocation  decisions  are  usually  made 
during  the  development  of  an  individual  care  plan,  in  which  the  case  manager  assesses  the 
client's  service  needs  and  devises  a  service  plan  to  address  those  needs.  Individual  care 
plans  are  a  required  component  of  Section  2176  Medicaid  waiver  programs. 

1.  Cost  Caps 

Many  programs  establish  cost  caps  for  care  plans,  relative  to  the  average  Medicaid 
cost  per  recipient  of  nursing  home  care.  For  example,  in  New  York's  Nursing  Home 
Without  Walls  Program,  the  cost  of  home  and  community-based  services  cannot  exceed  75 
percent  of  the  average  monthly  cost  of  nursing  home  care.  In  some  cases,  the  cost  cap 
may  be  a  program  average,  in  that  some  clients  may  be  above  the  cap  while  others  may  be 
below  it,  as  long  as  the  average  cost  across  all  recipients  does  not  exceed  it.  In  other 
programs,  the  cost  cap  can  be  an  absolute  limit,  such  that  if  the  estimated  cost  of  serving 
a  recipient  exceeds  the  cap,  then  that  recipient  is  not  eligible  to  receive  services.  Under 
the  Section  2176  waiver  program,  states  have  the  option  of  adopting  either  policy. 
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Cost  caps  are  useful  mechanisms  for  containing  the  overall  costs  of  home  and 
community-based  services  programs,  and  for  ensuring  that  average  costs  stay  below  the 
cost  of  nursing  home  care.  In  establishing  cost  caps,  there  are  obvious  trade-offs.  A  low 
cost  cap  increases  average  savings  per  recipient  and  may  enhance  the  overall 
cost-effectiveness  of  a  program.  However,  if  a  program  is  truly  targeting  persons  who 
are  at  high  risk  for  nursing  home  placement,  then  the  service  needs  of  that  population  will 
be  relatively  high.  By  setting  a  relatively  low  cost  cap,  a  program  may  be  arbitrarily 
limiting  the  program  to  persons  who  have  relatively  low  needs. 

2.  Uniform  Standards  for  Service  Allocations 

Programs  often  encounter  difficulties  in  getting  case  managers  to  make  uniform 
judgements  about  authorized  service  levels.  Those  programs  which  have  left  these 
decisions  to  clinical  judgement  generally  find  wide  variation  in  the  decisions  which  are 
made.  If  ceilings  are  established  for  different  types  of  services  (homemaker,  respite, 
personal  care,  etc.),  some  case  managers  inevitably  authorize  the  service  maximum,  while 
others  are  more  frugal  in  their  expenditure  of  resources. 

To  address  this  problem,  Alameda  County  in  California  developed  a 
computer-assisted  assessment  process  as  part  of  its  In-Home  Supportive  Services  Program 
(City  of  New  York,  1984).  In  this  service  allocation  process,  the  case  manager  enters 
assessment  data  for  each  new  client  onto  a  microcomputer,  and  the  recommended  number 
of  service  hours,  by  type  of  service.  The  computer  then  provides  the  case  manager  with 
the  number  of  predicted  hours  of  service  based  upon  existing  similar  cases.  If  the  number 
of  recommended  hours  and  predicted  hours  differs  significantly,  the  case  manager  must 
justify  the  reason  for  the  difference.  The  service  plan  is  then  reviewed  and  approved  by  a 
case  manager  supervisor.  Total  conformity  with  predicted  hours  is  not  expected;  case 
managers  are  still  expected  to  exercise  professional  judgement.  However,  the  system's 
attributes  are  its  ability  to  provide  immediate  feedback  to  the  case  managers  concerning 
their  decisions  relative  to  their  peers,  and  to  improve  overall  management  of  the 
allocation  process. 

3.  Assessing  Unmet  Needs 

A  useful  mechanism  in  allocating  service  levels  is  the  concept  of  "unmet  needs".  The 
concept  of  unmet  needs  takes  the  perspective  that  public  resources  should  only  be  used  to 
meet  needs  that  are  not  being  met  by  other  sources,  including  the  patient's  family.  This 
assessment  approach  first  evaluates  the  total  service  needs  of  the  client,  then  documents 
what  needs  are  presently  being  met  by  other  sources,  and  finally  devises  a  care  plan  which 
provides  the  difference  between  total  needs  and  met  needs.  In  Wisconsin's  state  funded 
Community  Options  Program  (COP),  case  managers  can  only  authorize  direct  service 
funds  if  other  identified  resources  are  not  adequate  to  meet  a  client's  identified  needs.  In 
many  cases,  existing  resources  are  determined  sufficient  to  meet  a  client's  needs  and  case 
management  is  the  only  service  provided  (Wisconsin's  Department  of  Health  and  Social 
Services,  1984). 

4.  Complementing  Family  Caregivers 

Service  allocation  decisions  also  involve  negotiations  with  family  members  regarding 
what  services  will  be  provided  with  public  funding  and  what  services  will  be  provided  by 
the  family.  The  obvious  objective  of  publicly-funded  home  care  programs  is  to  augment 
informally  provided  care  in  a  manner  which  complements  and  supports  family  caregiving, 
not  supplants  or  undermines  it.  Most  programs  have  only  loosely  formulated  policies  on 
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this  issue,  partly  because  it  is  difficult  to  impose  uniform  expectations  on  all  families. 
Some  family  members  provide  less  assistance  than  they  could;  most,  however,  provide  a 
good  deal  more  than  what  could  reasonably  be  expected  of  them. 

The  best  estimate  of  potential  family  contribution  is  the  level  of  assistance  which  the 
family  provided  prior  to  program  entry.  Since  entry  to  a  publicly-funded  program  is  often 
associated  with  a  major  decline  in  the  client's  health  status,  or  the  caretaker's  ability  to 
continue  to  meet  the  client's  needs,  public  services  can  be  used  to  address  the  increased 
service  needs  brought  on  by  the  change  in  the  client's  condition  or  support  network. 

It  is  also  true  that  families  are  more  likely  to  provide  assistance  in  "instrumental" 
activities  of  daily  living  (shopping,  housecleaning,  meal  preparation,  money  management, 
etc.),  and  seek  assistance  from  formal  care  providers  when  the  client's  service  needs 
begin  to  include  assistance  in  "basic"  activities  of  daily  living  (bathing,  grooming, 
toileting,  dressing,  walking,  etc.).  It  is  therefore  reasonable  to  place  higher  expectations 
on  family  members  for  instrumental  ADL  assistance  than  for  basic  ADL  assistance.  For 
example,  a  program  may  adopt  a  policy  of  limiting  the  number  of  hours  of  instrumental 
ADL  services  when  family  members  are  available. 

Communication  about  expectations  for  informally  provided  care  is  also  important. 
Before  individual  care  plans  in  Rhode  Island's  Section  2176  waiver  program  receive  final 
approval,  a  copy  of  the  proposed  care  plan  is  circulated  to  every  provider,  including  the 
family.  The  relative  contribution  of  each  provider,  including  expectations  for  family 
assistance,  to  the  overall  care  plan  are  specifically  designated.  Thus,  both  formal  and 
informal  service  providers  know  how  their  service  contribution  fits  into  the  total  context 
of  the  client's  overall  need  for  care. 

E.  Providers 

The  development  of  home  and  community-based  service  programs  is  requiring  state 
Medicaid  agencies  to  purchase  services  in  new  markets.  State  Medicaid  agencies  are  used 
to  buying  services  from  established  health  care  providers:  doctors,  hospitals, 
Medicare-certified  home  health  agencies,  nursing  homes,  and  so  on.  In  entering  the  home 
and  community-based  services  market,  Medicaid  agencies  are  having  to  develop  new  and 
innovative  approaches  to  service  contracting  and  reimbursement. 

1.  Traditional  Health  Care  Providers  and  Community  Service  Organizations 

Like  any  buying  decision,  the  primary  objective  is  to  purchase  the  highest  quality 
service  for  the  lowest  price.  However,  the  existing  network  of  home  and 
community-based  care  providers  is  often  widely  scattered,  offering  services  which  do  not 
quite  meet  a  program's  needs.  The  existing  home  and  community-based  services  market 
is  generally  split  into  two  major  categories.  The  first  are  the  traditional  providers  of 
health  care  services  reimbursed  by  Medicare,  Medicaid,  and  other  third  party  payers. 
These  include  hospitals,  nursing  homes,  home  health  agencies,  out-patient  clinics,  and  so 
on.  The  second  are  the  array  of  community  service  organizations  which  presently  provide 
non-medical  services  to  the  elderly,  either  on  a  private  pay  basis  or  with  public  funds. 
Many  are  small,  privately-operated,  non-profit  agencies  which  depend  upon  multiple 
funding  sources  for  their  operations. 

In  a  well-targeted  home  and  community-based  services  program,  states  often  find  a 
need  to  purchase  a  broader  "service  mix"  than  any  single  available  provider  can  offer. 
Traditional  health  care  providers  often  do  not  provide  the  more  socially-oriented, 
non-skilled  services  such  as  homemaker,  respite,  and  transportation.  Further,  traditional 
health  care  providers  are  often  considered  too  expensive,  and  may  substitute  more  costly 
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services  for  less  expensive  ones  inappropriately.  The  socially-oriented  community  service 
organizations,  on  the  other  hand,  are  often  not  capable  of  providing  the  medical 
supervision  and  back-up  needed  to  serve  the  severely  impaired  elderly. 

States  often  end  up  purchasing  home  and  community-based  services  on  a  "catch  as 
catch  can"  basis,  mixing  services  from  muUiple  providers  for  individual  clients.  However, 
states  are  also  using  home  and  community-based  service  programs  to  reorient  the  existing 
market.  Traditional  health  providers  are  being  encouraged  to  develop  lower-cost, 
non-medical  services,  while  the  traditional  social  service  providers  are  being  encouraged 
to  become  more  medically-oriented.  A  common  mistake  is  for  states  to  perceive  home 
and  community-based  care  programs  as  a  means  of  bypassing  the  traditional  health  care 
provider  network  altogether.  "We  never  saw  our  program  as  an  'anti-nursing  home' 
program,"  states  Tom  Brown,  director  of  the  South  Carolina  Community  Long  Term  Care 
Project,  "They  had  the  experience  and  expertise  we  wanted  to  buy.  Our  problem  was 
getting  them  to  participate." 

Another  mistake  is  for  states  to  contract  with  agencies  which  only  provide  services 
during  the  normal  40-hour  work  week.  An  effectively  targeted  home  and 
community-based  services  program  will  not  have  a  client  caseload  whose  service  needs 
are  limited  to  9-5,  Monday  through  Friday.  A  frail  elderly  person  who  lives  alone  may 
require  daily  assistance,  along  with  24-hour  coverage  for  emergency  assistance,  when 
needed.  Sons  and  daughters  who  care  for  impaired  elderly  kin  in  their  own  home  often 
have  the  greatest  need  for  assistance  during  evenings  and  weekends,  when  there  are  other 
family  matters  to  attend  to,  or  for  an  occasional  respite.  Though  difficult  to  find, 
flexibility  is  an  important  criterion  in  selecting  a  home  and  community-based  care 
provider. 

2.  Client  Control  Over  Selection  of  Providers 

An  option  employed  by  some  states  (Washington,  for  example)  is  to  allow  clients  to 
serve  as  their  own  employers  of  service  providers.  In  this  model,  clients  are  allowed  to 
hire  their  own  personal  care  attendant,  negotiate  scheduled  hours  of  service,  and  approve 
payment  for  services  rendered.  The  advantages  of  this  approach  are  increased  consumer 
involvement  in  the  purchase  of  services,  increased  client  control  over  his  or  her  own 
treatment  plan,  and  lower  service  unit  costs,  generally  due  to  the  absence  of  overhead 
costs  for  individually-contracted  providers.  The  disadvantages  are  increased  difficulties 
in  monitoring  the  qualifications  of  providers  selected  by  clients,  higher  turnover  rates 
among  individual  contractors,  potential  liability  issues  in  cases  of  abuse  and  neglect,  and 
administrative  problems  regarding  the  employment  status  of  providers  and  their  eligibility 
for  fringe  benefits  such  as  Social  Security  and  unemployment  insurance. 

3.  Using  Family  Members  as  Medicaid  Providers 

Another  consideration  is  whether  the  client's  family  members  should  be  eligible  as 
paid  providers.  Some  states  see  this  as  an  attractive  option,  since  family  members 
generally  provide  higher  quality  care,  but  accept  lower  wage  rates  than  non-relative 
providers.  The  primary  disadvantage  is  that  Medicaid  may  be  paying  for  services  that 
would  have  been  provided  by  the  family  member  without  payment. 

State  policies  on  paying  family  members  under  Medicaid  vary  widely.  In  Michigan's 
Adult  Home  Help  Program,  spouses  and  parents  of  children  under  18,  are  not  eligible  for 
payment,  but  adult  children,  siblings,  and  parents  of  children  over  18  are.  In  Minnesota's 
Section  2176  waiver  program,  family  members  are  only  eligible  as  paid  providers  if  they 
can  demonstrate  a  financial  hardship  related  to  their  caregiving — for  example,  if  an  adult 
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daughter  quit  her  job  in  order  to  care  for  her  elderly  father.  Some  states  only  pay  family 
members  who  live  in  the  same  household  as  their  elderly  kin,  as  an  incentive  to  families  to 
provide  shared  living  arrangements,  while  other  states  require  that  family  providers  also 
meet  financial  eligibility  criteria  in  order  to  be  reimbursed  for  their  services  (Burwell, 
1986). 

F.    Program  Monitoring 

Effectively  operated  home  and  community-based  care  programs  demand  experienced 
and  competent  management.  If  one  were  asked  to  identify  the  major  weakness  of  existing 
home  and  community-based  care  programs,  it  would  probably  be  in  the  area  of  program 
management.  To  be  cost-effective,  program  managers  must  keep  a  tight  rein  on  how 
services  are  targeted,  where  program  funds  are  being  expended,  and  what  client  outcomes 
are  being  achieved.  It  also  takes  an  experienced  program  manager  to  handle  the 
inter-agency  rivalries  which  inevitably  arise,  and  to  negotiate  the  minefields  of  home  and 
community-based  care  politics. 

1.  Management  Information  Systems 

A  critical  component  of  good  management  is  good  information.  It  is  discouraging  to 
discover  how  some  home  and  community-based  programs  have  little  or  no  data  about 
whom  they  are  serving,  at  what  cost,  or  with  what  outcomes.  Other  programs,  however, 
have  developed  state-of-the-art  management  information  systems  which  help  program 
managers  to  determine  whether  their  programs  are  meeting  stated  objectives.  Nebraska's 
Section  2176  Medicaid  waiver  program  has  contracted  with  a  private  consulting  firm  to 
develop  a  fully  automated  data  system  which  can  generate  a  series  of  management 
reports  on  client  characteristics,  service  utilization,  and  expenditures.  The  data  system 
also  includes  a  Client  Waiting  List  module,  in  which  the  relative  needs  of  clients  seeking 
admission  to  the  program  can  be  prioritized,  so  that  available  program  slots  can  be  filled 
expeditiously  when  vacancies  occur. 

An  important  attribute  of  a  management  information  system  is  its  ability  to  link 
client  characteristics  data  with  Medicaid  claims  data  from  the  state's  Medicaid 
Management  Information  System  (MMIS).  Such  linkages  are  necessary  to  determine  how 
service  utilization,  lengths  of  enrollment,  and  expenditure  patterns  are  influenced  by  the 
characteristics  of  the  client  caseload.  California's  Multi-Purpose  Senior  Services 
Program  (MSSP)  operates  a  management  information  system  which  not  only  tracks  service 
utilization  and  costs  under  Medicaid,  but  from  every  public  source.  This  is  related  to  the 
fact  that  the  objective  of  MSSP  is  to  serve  clients  at  a  total  public  cost  which  does  not 
exceed  75  percent  of  the  total  public  cost  of  nursing  home  care.  The  management 
information  system  is  also  used  as  a  clinical  tool,  since  it  allows  case  managers  access  to 
instantaneous  information  regarding  every  source  of  assistance  being  provided  to  their 
clients. 

Although  state-of-the-art  information  systems  are  obviously  not  inexpensive  to  buy 
and  develop,  it  is  important  to  note  that  states  receive  higher  than  usual  federal  matching 
rates  for  Medicaid  information  systems  which  meet  federal  requirements. 

2.  Performance  Indicators 

Another  management  tool  is  the  development  of  specific  performance  indicators  to 
measure  whether  program  objectives  are  being  met.  These  performance  indicators  may 
include  targets  for  serving  more  impaired  clients;  increasing  the  efficiency  of  the 
admission  process;  increasing  the  number  of  admissions  coming  directly  from  nursing 
homes  or  hospitals;  or  decreasing  the  proportion  of  program  dollars  spent  on 
administrative   costs.    In  its  contract  with  Connecticut  Community  Care,   Inc.,  the 
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statewide  case  management  agency,  the  state  of  Connecticut  has  built  in  a  series  of 
specific  performance  indicators  for  leveraging  non-program  funds.  In  this  manner,  CCCI 
case  managers  have  a  direct  financial  incentive  to  broker  other  available  resources  before 
authorizing  the  expenditure  of  program  dollars. 

3.  Quality  Assurance 

Home  and  community-based  care  programs  also  require  new  approaches  for 
maintaining  acceptable  standards  of  service  quality.  Although  home  and 
community-based  services  are  often  promoted  as  providing  an  inherently  higher  quality  of 
care  than  nursing  homes,  the  fact  is  that  everything  that  can  go  wrong  in  a  nursing  home 
can  also  go  wrong  in  the  community.  And,  because  clients  are  dispersed  throughout  the 
community,  the  monitoring  of  service  quality  can  be  problematic. 

Direct  client  observation  is  the  surest  method  of  service  monitoring.  It  is  just  not 
possible  to  monitor  the  quality  of  services  being  provided  through  paper  reviews  of  client 
files,  or  site  visits  to  provider  agencies.  In  Oregon,  a  sample  of  clients  is  visited 
periodically  by  quality  assurance  specialists  who  evaluate  client  outcomes  versus 
treatment  objectives  laid  out  in  the  original  care  plan. 

Quality  assurance  mechanisms  can  also  be  implemented  at  the  system  level.  Maine 
has  established  Quality  Assurance  Review  Committees,  comprised  of  providers,  discharge 
planners,  a  physician,  program  case  managers,  and  consumers.  The  committee  conducts 
reviews  of  individual  cases,  evaluating  whether  the  service  plan  is  meeting  the  client's 
needs  in  the  most  appropriate  and  cost-effective  manner.  A  side  benefit  of  the  Quality 
Assurance  Review  Committees  is  that  they  serve  as  a  mechanism  through  which  all  of  the 
various  actors  in  the  program  can  communicate  with  each  other.  In  South  Carolina's 
Community  Long  Term  Care  Project,  a  two-tiered  quality  assurance  system  was 
employed.  Internally,  a  peer  review  system  was  implemented,  in  which  case  managers 
periodically  reviewed  each  other's  cases.  In  addition,  external  Utilization  Review 
Committees,  comprised  of  physicians  and  nurses,  conducted  more  formal  reviews  of 
individual  cases. 


IV.  SUMMARY 

To  meet  the  long-term  care  service  needs  of  elderly  and  disabled  Medicaid  recipients 
in  a  more  flexible  and  cost-efficient  manner,  many  state  Medicaid  agencies  are 
restructuring  their  service  coverage  plans  to  encompass  a  range  of  institutional  and 
non-institutional  long-term  care  services.  This  restructuring  of  long-term  care  service 
coverage  reflects  a  growing  recognition  that  continued  reliance  on  nursing  home  care  as 
the  primary  service  option  is  neither  fiscally  prudent  nor  socially  desirable.  The  historical 
limitation  of  Medicaid  long-term  care  benefits  to  the  coverage  of  nursing  home  care  has 
undoubtedly  contributed  to  utilization  levels  above  that  which  would  occur  if  elderly 
long-term  care  recipients  were  provided  equal  access  to  both  institutional  and 
non-institutional  service  options,  although  the  exact  magnitude  of  this  effect  has  been 
difficult  to  estimate. 

Consequently,  most  states  are  electing  to  meet  the  growing  demand  for  long-term 
care  services  through  increased  resource  investment  in  non-institutional,  rather  than 
institutional,  service  coverage  plans.  Until  fairly  recently,  the  opportunities  for  doing  so 
within  the  parameters  of  state  Medicaid  eligibility  and  service  coverage  options  were 
severely  restricted  by  federal  Medicaid  statute.  However,  states  may  now  take  advantage 
of  increased  options  to  expand  the  availability  of  home  and  community-based  services, 
both  within  the  parameters  of  their  state  Medicaid  plans,  and  through  the  securement  of 
special  waivers  from  HCFA. 
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States  have  two  major  choices  in  home  and  community-based  services  coverage  under 
Medicaid,  which  are  not  mutually  exclusive.  The  first  is  to  expand  non-institutional 
services  through  the  creative  use  of  coverage  options  within  their  state  Medicaid  plans, 
most  notably  the  coverage  of  personal  care  services-  Although  20  states  include  personal 
care  as  a  Medicaid  service  in  their  state  Medicaid  plans,  only  a  few  states  use  personal 
care  services  as  a  significant  alternative  to  institutional  long-term  care.  New  York  is  by 
far  the  largest  purchaser,  spending  over  a  half  a  billion  dollars  for  personal  care  services 
in  1984.  The  major  advantages  of  providing  non-institutional  services  through  state 
Medicaid  Plan  options  are:  (1)  states  may  elect  these  options  without  going  through  a 
special,  and  often  extended,  application  process  to  HCFA;  (2)  continued  federal 
participation  for  service  coverage  is  not  dependent  upon  HCFA's  periodic  evaluations  of 
"cost-effectiveness",  and  its  attendant  data  reporting  and  monitoring  requirements;  and 
(3)  the  absence  of  federally-imposed  ceilings  on  the  number  of  persons  who  can  be 
provided  non-institutional  services  and  total  expenditures  for  regular  state  Plan  services. 

The  other  major  option  is  to  expand  home  and  community-based  services  under  the 
provisions  of  the  Section  2176  Home  and  Community-Based  Medicaid  Waiver  program. 
The  advantages  of  using  the  Section  2176  waiver  program  option  are  :  (1)  increased 
flexibility  in  the  range  of  services  which  may  be  covered;  (2)  increased  flexibility  in 
restricting  services  to  specific  target  groups  which  are  at  high  risk  for  institutional 
placement;  and  (3)  increased  flexibility  in  purchasing  and  delivering  services  outside  the 
traditional  health  care  delivery  system.  However,  the  program's  extensive  application, 
data  reporting,  and  monitoring  requirements;  federally-imposed  limits  on  caseloads  and 
expenditures;  and  continuing  uncertainty  over  the  long-term  viability  of  the  program,  are 
clearly  dampening  state's  enthusiasm  for  the  Section  2176  waiver.  Federal  policies 
governing  the  Section  2176  waiver  program  are  changing  fairly  rapidly  as  the  program 
evolves,  as  evidenced  by  the  changes  contained  in  the  recent  COBRA  legislation. 

The  chapter  has  addressed  some  of  the  considerations  in  the  implementation  of  a 
Medicaid-funded  home  and  community-based  services  program.  Although  by  no  means 
inclusive,  some  primary  considerations  are: 

•  States  must  decide  how  Medicaid-funded  home  and  community-based  care 
programs  will  relate  to  non-Medicaid  funded  programs  providing  similar  services, 
particularly  at  the  state  agency  level.  Some  states  are  moving  in  the  direction  of 
consolidating  their  long-term  care  delivery  systems  as  a  way  of  addressing  the 
fragmented  nature  of  existing  long-term  care  financing  systems,  and  to  eliminate 
some  of  the  inter-agency  rivalries  which  are  a  direct  result  of  that  fragmentation. 

•  Additionally,  strong  consideration  must  be  given  to  the  development  of  a  case 
management  infrastructure  for  client  assessment,  eligibility  determination,  care 
plan  development,  and  service  monitoring.  Who  case  managers  work  for  is  a 
major  point  of  decision.  Whether  state  Medicaid  agencies  should  work 
collaboratively  with  the  case  management  infrastructure  developed  by  state  and 
Area  Agencies  on  Aging  is  often  a  major  policy  decision. 

•  Medicaid  home  and  community-based  service  programs  need  to  develop 
clearly-formulated  strategies  for  targeting  services  to  persons  who  are  at  high 
risk  for  nursing  home  placement.  It  is  recommended  that  states  limit  access  to 
home  and  community-based  services  through  linkages  with  nursing  home 
preadmission  screening  programs  to  increase  targeting  efficiency.  Programs 
which  draw  their  caseloads  from  the  general  community  are  likely  to  serve  a 
population  which,  although  highly  impaired,  is  at  relatively  low  risk  of 
institutionalization. 
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•  Achieving  equity  and  uniformity  in  service  allocation  decisions  involves  trade-offs 
between  formal  administrative  guidelines  and  reliance  on  the  professional 
judgements  of  case  managers.  Information  feedback  and  peer  review  are  useful 
mechanisms  for  achieving  these  objectives.  Case  managers  should  also  have 
incentives  for  leveraging  resources  from  non-Medicaid  sources.  Involving  family 
caregivers  in  the  development  of  service  plans  is  an  effective  strategy  for 
integrating  formal  and  informal  services. 

•  As  purchasers  of  home  and  community-based  services,  state  Medicaid  agencies 
are  entering  unfamiliar  provider  markets,  outside  the  traditional  health  care 
delivery  system.  States  are  encouraging  existing  providers  to  broaden  their 
existing  mix  of  services  to  include  both  medically-oriented  and  non-medical 
long-term  care  services.  The  ability  to  provide  services  outside  regular  working 
hours,  and  service  flexibility,  are  important  criteria  in  selecting  home  and 
community-based  care  providers. 

•  Home  and  community-based  service  programs  require  strong  management. 
Management  informations  systems  which  provide  program  managers  with  data  on 
the  characteristics  of  their  client  caseloads,  service  utilization  and  expenditure 
patterns,  and  client  outcomes  are  a  necessary  management  tool.  Home  and 
community-based  services  programs  also  require  new  types  of  quality  assurance 
mechanisms;  face-to-face  contact  with  program  clients  is  a  requisite  component 
of  effective  program  monitoring. 

Given  rapidly  growing  demand  for  home  and  community-based  care,  fueled  by  the 
dramatic  increase  in  the  number  of  persons  living  with  chronic  illness,  Medicaid 
policymakers  at  both  the  state  and  federal  levels  are  approaching  service  coverage 
expansions  for  non-institutional  services  with  legitimate  caution.  In  the  fragmented 
long-term  care  financing  and  delivery  system  which  currently  exists,  there  is  a 
considerable  risk  involved  in  any  single  program  venturing  to  step  forward  with  expanded 
long-term  care  benefits.  It  is  clear  that  Medicaid  is  in  no  position  to  serve  as  this 
country's  long-term  care  financing  program,  nor  was  this  the  program's  original  intent. 
However,  well-managed,  efficiently-targeted,  home  and  community-based  services 
covered  by  Medicaid  can  help  states  meet  the  long-term  care  needs  of  their  elderly  and 
disabled  poor  in  a  more  appropriate,  caring,  and  humane  manner  without  major  impacts  on 
increasingly  constrained  Medicaid  budgets. 
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Chapter  4 


MEDICAID  SERVICES  AND  DELIVERY  SETTINGS 
FOR  MATERNAL  AND  CHILD  HEALTH 

By 

Margaret  McManus 

I.  OVERVIEW 

Maternal  and  child  health  has  recently  gained  new  prominence  in  the  dialogue  about 
cost,  access  and  quality  of  health  care.  A  great  deal  of  this  impetus  stems  from  the 
concern  over  the  declining  share  of  poor  families  enrolled  in  AFDC  and  covered  by 
Medicaid  in  the  last  decade.  According  to  the  Congressional  Research  Service  (1985), 
there  were  89.4  AFDC  families  for  every  100  poor  families  in  1973.  Just  10  years  later  in 
1983,  there  were  only  63  AFDC  families  for  every  100  poor  families. 

Moreover,  many  health  status  measures  for  women  and  children  have  shown  only 
marginal  improvements  and,  in  some  cases,  actual  declines  in  recent  years.  Low  birth 
weight  (LBW)  rates  (defined  as  birth  weight  less  than  5  lbs.,  8  oz.),  for  example,  declined 
by  14  percent  among  whites  and  by  only  6  percent  among  blacks  between  1971  and  1981. 
In  addition,  the  2:1  ratio  in  LBW  rates  between  blacks  and  nonblack  ethnic  groups  has 
remained  unchanged  since  1981  (Institute  of  Medicine,  1985).  According  to  National 
Center  for  Health  Statistics  data  (reported  in  Children's  Defense  Fund,  1986), 
postneonatal  mortality  rates  (infant  deaths  occurring  after  the  first  28  days  of  life)  rose  3 
percent  for  all  infants  and  5  percent  among  blacks  between  1982  and  1983;  the  percentage 
of  babies  born  to  women  receiving  prenatal  care  in  the  third  trimester  or  not  at  all 
increased  for  the  third  consecutive  year;  and  some  500,000  babies  were  born  to  teenagers 
in  1981  and  37  percent  of  these  were  to  adolescents  under  the  age  of  17.  The  population 
of  chronically  ill  children  with  limitation  of  activity  has  reportedly  doubled  between  1961 
and  1981,  from  1.4  million  children  to  2.2  million  children  (Newacheck  et  al,  1984). 
Concerned  with  these  trends,  most  states  are  re-examining  their  current  delivery  and 
financing  systems  to  improve  access  to  cost-effective  maternal  and  child  health  services. 

The  National  Governors'  Association  in  February  1986  adopted  a  policy  position 
calling  for  federal  Medicaid  amendments  to  ailow  states  to  improve  coverage  of  poor 
pregnant  women,  infants  and  children.  Specifically,  it  asks  that  states  be  able  to  increase 
eligibility  thresholds  for  Medicaid  as  high  as  the  federal  poverty  line  without  requiring 
prior  incurrence  of  medical  expenses  or  increased  eligibility  thresholds  for  AFDC.  As  of 
early  1986,  enactment  of  this  option  for  pregnant  women  and  young  children  appears  very 
likely. 

States  in  the  South  (which  tend  to  have  the  highest  infant  mortality  rates)  and 
throughout  the  country  have  called  for  major  changes  in  service  delivery,  financing, 
education  and  awareness,  and  research  to  reduce  the  high  toll  of  infant  mortality  and 
morbidity.  The  Southern  Regional  Task  Force  on  Infant  Mortality,  representing  19  states 
and  chaired  by  Governor  Richard  W.  Riley  of  South  Carolina,  called  for  major  changes  in 
Medicaid  benefits  and  delivery  settings  in  their  1985  Final  Report.  Some  of  their  most 
pertinent  recommendations  are  as  follows: 
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1.  Establish  special  adolescent  health  care  clinics. 

2.  Offer  family  planning  services  for  childbearing  women  with  other  systems  of 
routine  public  and  private  health  care. 

3.  Institute  a  case-management  system  for  all  patients  seen  in  public  or  private 
health  care  systems. 

4.  Set  up  mobile  health  units  for  rural  areas. 

5.  Assure  that  every  child  leaving  a  clinic  or  hospital  has  a  "medical  home." 

6.  Require  all  hospitals  to  admit  all  women  in  labor. 

7.  Provide  genetic  screening  and  counseling  as  part  of  routine  maternity  care. 

8.  Increase  reimbursement  rates  to  primary  care  providers  under  Medicaid. 

Why  are  these  southern  states  and  Medicaid  program  officials  throughout  the  country 
so  concerned  about  maternal  and  child  health,  particularly  during  this  period  of  fiscal 
austerity?  Beyond  the  obvious  "investment  in  our  children's'future"  argument,  it  is  clear 
that  continuing  in  the  same  public  financing  and  delivery  course  offers  little  hope  for 
improvements  in  infant  mortality,  low  birth  weight,  and  teenage  pregnancy.  In  fact,  many 
believe  that,  by  not  aggressively  creating  benefit  packages  that  differentiate  services 
needed  by  high  and  low  risk  women  and  children  and  by  not  building  regionalized  and 
case-managed  infrastructures  for  pregnant  women  and  children,  the  situation  is  likely  to 
worsen.  Further  supporting  these  views  are  the  demographic  and  economic  projections, 
not  only  in  the  South,  but  everywhere,  showing  more  children  in  poverty  and  more 
minorities  with  correspondingly  higher  fertility  rates  (U.S.  Bureau  of  the  Census). 

Unless  financing  and  delivery  systems  are  more  carefully  tailored  to  prevent 
unintended  births  and  premature  mortality  and  morbidity  among  low  income  women  and 
children,  it  appears  that  Medicaid  costs  and  states'  vital  health  statistics  will  continue  on 
the  same  upward  spiral.  In  other  words,  efforts  to  contain  the  high  Medicaid  costs 
associated  with  maternal  and  child  health  will  be  facilitated  by  improvements  in  access  to 
the  most  appropriate  health  services. 

The  obvious  question  is  where  could  offsetting  Medicaid  savings  be  achieved  and  what 
minimum  basic  benefits  and  which  delivery  settings  would  be  successful.  To  answer  the 
first  question  regarding  offsets,  the  Institute  of  Medicine  (1985)  and  others  maintain  that 
major  cost  savings  would  result  from  reducing  the  incidence  and/or  complications  of  low 
birth  weight/prematurity.  That  is,  by  reimbursing  for  more  ambulatory  and  preventive 
services,  savings  may  be  found  from  costs  that  would  otherwise  occur  during  the 
newborn's  initial  hospitalization,  readmissions,  and  ongoing  long  term  care  in  the  case  of 
mild,  moderate  or  severe  chronic  conditions,  such  as  developmental  disabilities.  By 
preventing  unintended  births  among  teenagers  (in  particular)  and  other  women,  savings 
may  be  achieved  primarily  from  reduced  welfare  dependency  and  consequently  reduced 
use  of  Medicaid.  By  creating  "medical  homes"  for  pregnant  women  and  children  — 
through  defined  risk  assessment  techniques,  regionalization,  and  managed  care  systems  — 
savings  may  be  realized  from  improved  health  as  well  as  reduced  use  of  multiple 
providers,  emergency  rooms,  and  inpatient  hospital  services.  Unfortunately,  it  is 
impossible  to  determine  the  specific  offset  amounts  that  would  be  expected  if  these 
recommendations  were  implemented. 
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This  report  will  begin  with  information  on  the  relative  importance  of  Medicaid  for 
maternal  and  child  health  followed  by  summary  statistics  on  AFDC-related  child  and 
adult  populations  and  their  use  of  specific  health  care  services  financed  by  Medicaid. 
Each  state  could  compare  its  own  welfare  and  Medicaid  data  with  these  national  norms  to 
examine  historical  patterns  of  use  and  to  target  areas  for  improvements.  Drawing  upon 
state  model  programs  and  cost-effectiveness  data,  the  author  will  then  examine  several 
policy  options  states  may  consider  to  improve  benefits  and  delivery  settings  for  maternal 
and  child  health,  taking  into  account  the  competing  demands  of  cost,  quality  and  access. 
Special  target  populations  often  requiring  different  types  and  scopes  of  services  will  also 
be  incorporated  into  the  report  —  for  example,  high  risk  pregnant  women  including 
adolescents,  children  ages  0-3,  chronically  ill  children,  and  uninsured  low  income  pregnant 
women  and  children. 


II.    BACKGROUND  ON  THE  ROLE  OF  MEDICAID  IN  MATERNAL  AND  CHILD  HEALTH 

Medicaid  is  one  of  the  most  critical  links  in  improving  maternal  and  child  health 
(MCH)  because  it  reimburses  some  or  all  of  the  health  services  for  the  majority  of  low 
income  pregnant  women  and  children.  Of  the  5.6  million  adults  in  families  with  dependent 
children  receiving  Medicaid  in  1984,  some  90  percent  or  5  million  are  women,  and  of  those 
women  82  percent  or  4.1  million  are  in  their  childbearing  years  (Social  Security 
Administration,  1983). 

The  average  annual  number  of  pregnant  Medicaid  eligibles  or  recipients  cannot  be 
verified  by  the  federal  Health  Care  Financing  Administration  (HCFA)  due  to  limited 
information  on  recipient  characteristics.  Many  states,  however,  do  collect  this 
information  in  their  claims  files.  Missouri,  for  example,  reported  that  in  1980  one  out  of 
every  nine  births  in  their  state  was  partially  or  fully  paid  for  by  Medicaid  (Missouri 
Monthly  Vital  Statistics,  1982). 

For  states  which  do  not  collect  such  data,  it  is  possible  to  estimate  from  aggregated 
national  and  state  data  the  approximate  number  of  Medicaid  recipients  who  would  be 
pregnant  in  a  given  year  as  well  as  the  costs  associated  with  their  pregnancy  by  assuming: 
1)  a  10  percent  fertility  rate;  and  2)  an  average  Medicaid  reimbursement  per  pregnancy  of 
about  $2,500  based  on  recent  estimates  by  the  Congressional  Budget  Office  (CBO).  Based 
on  these  assumptions  and  the  FY  1984  HCFA  data  presented  in  Table  1,  we  can  estimate 
that  approximately  560,000  Medicaid  recipients  were  pregnant  in  1984. 

Again,  using  the  above  assumptions,  approximately  $1.4  billion  state  and  federal 
dollars  were  spent  in  1984  on  prenatal  care  and  delivery  services  for  Medicaid  recipients. 
With  total  Medicaid  outlays  for  women  being  about  $3.4  billion  that  same  year,  we  see 
that  approximately  41  percent  of  the  Medicaid  dollar  for  AFDC  women  went  for 
pregnancy  and  delivery.  When  one  compares  this  with  the  characteristics  of  the  AFDC 
population,  noted  in  a  later  table  (specifically  82  percent  of  AFDC  adult  women  being  in 
their  childbearing  years),  this  is  not  surprising.  However,  it  clearly  underscores  the 
importance  of  examining  cost-effective  pregnancy-related  services  for  Medicaid-eligible 
women. 

The  number  of  dependent  children  covered  under  Medicaid  is  almost  twice  as  large  as 
the  population  of  adults  with  dependent  children  —  9.7  million  children  (Health  Care 
Financing  Administration,  1985).  AFDC-related  children,  in  1984,  represented  45  percent 
of  the  total  Medicaid  population.  Taken  together  with  the  AFDC  adult  population  of  26 
percent,  AFDC-related  children  and  adults  represent  71  percent  of  the  total  Medicaid 
recipient  population. 


-  97  - 


The  number  of  dollars  spent  on  AFDC-related  children  and  adults  is  relatively  low 
compared  to  their  recipient  numbers,  as  shown  in  Table  1.  Only  12  percent  of  the  total 
federal  and  state  Medicaid  payments  of  $34  billion  dollars  went  to  AFDC-related  children 
and  13  percent  went  to  AFDC-related  adults.  This  averages  to  a  1984  annual  Medicaid 
payment  of  $411  per  AFDC-related  child  and  $789  per  AFDC-related  adult.  In  contrast, 
annual  Medicaid  payments  were  $3,959  per  aged  recipient,  and  $4,111  per  blind  and 
disabled  recipient.  Total  payments  for  the  aged,  blind  and  disabled  (almost  $25  billion) 
represented  72  percent  of  total  Medicaid  expenditures  in  FY  1984,  although  these  groups 
accounted  for  just  27  percent  of  all  MedicaicTrecipients. 

TABLE  1 

DISTRIBUTION  OF  MEDICAID  RECIPIENTS,  TOTAL  PAYMENTS, 
AND  AVERAGE  PAYMENT  PER  RECIPIENT,  BY  ELIGIBILITY  GROUP,  FY  1984 


Recipients 

(Number  in       Total  Medicaid  Payments     Average  Payment 
Eligibility  Group  thousands  (amount  in  millions)  Per  Recipient 


AFDC-related  Children 

9,681 

44.8% 

$  3,979 

11.8% 

$  411 

AFDC-related  Adults 

5,599 

25.9 

4,420 

13.0 

789 

Aged 

3,238 

15.0 

12,819 

37.8 

3,959 

Blind  &  Disabled 

2,913 

13.5 

11,976 

35.3 

4,111 

Other 

1,186 

5.5 

699 

2.1 

589 

TOTAL 

21,604 

100.0% 

$33,895 

100.0% 

$1,569 

Source:  HCFA,  Office  of  the  Actuary,  2082  data,  FY  1984. 


Despite  this  low  expenditure  per  AFDC-related  recipient,  Medicaid  is  the  major 
public  payer  of  ambulatory  and  hospital  services  for  low  income  women  and  children. 
Budetti  et  al  (1982)  reported  that  in  1978  (the  latest  year  for  which  age-specific  spending 
breakdowns  are  available),  Medicaid  represented  55  percent  of  public  funds  spent  for 
children's  health  compared  to  28  percent  for  persons  of  all  ages  and  21  percent  for  those 
over  65.  Unlike  other  age  groups  that  often  have  other  financing  sources,  low  income 
children  largely  rely  on  Medicaid. 

Low  income  children  are  also  likely  to  be  insured  for  only  part  of  the  year.  Based  on 
1980  data  from  the  National  Medical  Care  Utilization  and  Expenditure  Survey,  Butler  et 
al  (1985),  found  as  many  as  one- third  of  all  publicly  insured  children  are  covered  for  only 
part  of  the  year.  Further  highlighting  the  volatile  nature  of  Medicaid  eligibility  for  low 
income  children  potentially  eligible  for  Medicaid,  GAO  (1985)  evaluated  AFDC  rule 
changes  mandated  by  the  Omnibus  Reconciliation  Act  of  1981  (OBRA)  in  five  localities 
and  found:  "the  typical  working  recipient  who  lost  benefits  — indeed,  the  typical  AFDC 
case — was  a  woman  about  30  years  old  with  2  children."  GAO  also  found  that  most  of  the 
AFDC  recipients  who  lost  benefits  did  not  reapply  regardless  of  their  potential  eligibility. 
Many  of  these  families  reported  that  because  of  the  loss  of  Medicaid  they  had  to  forego 
medical  and  dental  care. 

Medicaid  benefits  and  service  settings  also  bear  special  significance  because  of  the 
unique  but  somewhat  predictable  needs  of  children  and  pregnant  women.  First,  pregnant 
women   and    children   need   a    greater    than   average    amount    of    preventive  care. 
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Second,  pregnant  women  and  infants  are  more  likely  to  be  hospitalized  (note:  not  until  age 
55  is  the  hospitalization  rate  greater  than  it  is  during  the  first  year  of  life)  than  the 
population  as  a  whole.  Third,  they  are  in  the  state  of  pregnancy  and  infancy  for  only  a 
short  period  of  time.  Recognizing  the  unique  needs  of  women  and  children  will  enable 
state  Medicaid  officials  to  improve  existing  benefits  and  delivery  services  and  to 
differentiate  their  service  requirements  from  those  of  other  Medicaid  recipients. 

State  Medicaid  officials  have  many  unique  opportunities  to  influence  maternal  and 
child  health  services  and  delivery  settings  for  the  majority  of  low  income  women  and 
children.  While  states  examine  eligibility  changes,  as  described  in  Chapter  1,  they  can 
simultaneously  assess  specific  MCH  benefit  policies  related  to  family  planning,  perinatal 
care,  and  pediatric/adolescent  care.  States  have  major  opportunities  to  influence 
provider  behavior  and  to  implement  medical  protocols  from  the  most  cost-effective 
providers  and  service  delivery  settings. 


III.  CHARACTERISTICS  OF  AFDC  CHILDREN  AND  ADULTS 

To  understand  which  benefits  and  delivery  settings  are  most  appropriate  for  the 
AFDC-related  child  and  adult  populations  served,  the  following  1983  national  data  from 
the  Social  Security  Administration's  Office  of  Family  Assistance  are  presented.  (Note: 
these  national  figures  can  be  compared  with  each  state's  welfare  and  Medicaid  data  to 
present  a  more  current  and  accurate  picture  of  the  eligible  population.  Important  to 
remember,  however,  is  that  these  data  represent  cash  recipients,  and  do  not  describe  the 
characteristics  of  women  and  children  receiving  Medicaid-only  (non-cash)  who  may  differ 
significantly.): 

TABLE  2 


AFDC  ADULTS  AND  CHILDREN  BY  SELECTED  SOCIOECONOMIC  AND 
DEMOGRAPHIC  CHARACTERISTICS,  FY  1983  (Oct.  82-Sept.  83) 


ADULTS  CHILDREN 


Total  No.  &  Percent  Distribution 

3,650,746 

34% 

7,050,521 

66% 

Racial  Breakdown 

TOTAL 

3,654,397 

100.0% 

7,050,522 

100.0% 

Black 

1,398,236 

38.3 

2,883,663 

40.9 

White 

1,332,522 

36.5 

2,376,026 

33.7 

Hispanic 

383,328 

10.5 

888,366 

12.6 

Asian 

47,460 

1.3 

126,909 

1.8 

Native  American 

32,857 

0.9 

77,556 

1.1 

Unknown 

459,994 

12.6 

698,002 

9.9 

Female-Headed  Households 

90.0% 

Average  Family  Size 

3.0 
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Table  2  (con't) 


Age  Distribution  ADULTS 

Females  Males 
Total  No.  &%  3,187,023     100.0%  443,988  100.0% 


Ages  19-21  13.5%  6.1% 

22-25  21.4  15.8 

26-29  18.6  17.5 

30-34  16.8  17.5 

35-39  10.9  13.6 

40-49  10.3  17.2 

>50  4.4  11.2 

Unknown  4.1  1.3 


CHILDREN  (both  sexes) 


Total  No.  &  %  7,050,521  100.0% 

Ages  Unborn  1.1%  Age  Groupings  under  2: 

1  13.6  14.7% 

2  7.8  0-3:  29.5% 

3  7.0 

4  6.7 

5  6.4  4-6:  19.1% 

6  6.0 

7  5.5 

8  5.2 

9  5.1 

10  4.8  7-12:  30.4% 

11  4.9 

12  4.9 

13  4.4 

14  4.1 

15  4.1  13-18:  20.6% 

16  3.7 

17  3.3 

18  1.0 
Unknown  0.3 


Amount  of  Time  on  AFDC 

0-6  months  18.9%  (AFDC  Adult  Families) 

7-12  13.1 

13-24  16.6  0-2  years:  48.6% 

25-36  12.0 

37-48  9.0 

49-60  6.4 

61-120  15.4 

121-180  6.6 

181-240  1.3 

>240  0.4 

Unknown  0.3 
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Table  2  (con't) 


Marital  Status 


Never  Married 
Divorced/Legally  Separated 
Separated 

Other  (deceased,  etc.) 


48.1% 
16.5 
16.5 
14.0 


Source:  Office  of  Family  Assistance,  Social  Security  Administration,  Unpublished 
tabulations.  Numbers  and  percentages  may  not  add  to  total  because  of  rounding  errors  and 
sample  survey  design. 


The  information  contained  in  Table  2  has  several  important  implications  for  Medicaid 
benefits  and  delivery  settings.  First,  almost  half  of  all  AFDC  families  are  receiving 
welfare  benefits,  including  Medicaid  eligibility,  for  less  than  two  years.  Therefore, 
creating  delivery  systems  that  can  both  serve  and  attract  a  continuous  new  cadre  of 
women  (primarily)  and  children  appears  to  be  very  important.  Furthermore,  maintaining 
continuing  care  arrangements  for  AFDC  families  that  go  off  Medicaid,  but  continue  to  be 
low  income,  will  be  an  ongoing  challenge. 

Second,  over  50  percent  of  AFDC  adults  and  children  are  minorities,  and  many  have 
different  service  requirement  needs.  Take  the  case  of  low  birth  weight  (LBW),  for 
instance.  Since  Black  women  are  twice  as  likely  to  have  a  low  weight  infant,  services 
used  by  minority  (and  high  risk  white)  women  can  be  enhanced  to  prevent  and  treat  these 
often  predictable  health  risks,  including  preterm  labor  prevention  as  part  of  prenatal  care 
and  hospital  arrangements  with  Level  2  or  3  nurseries. 

Third,  almost  500,000  AFDC  adults  are  females  or  males  between  the  ages  of  19-21 
(many  of  whom  already  have  children).  Another  1.5  million  AFDC  children  are 
adolescents  between  the  ages  of  13-18.  This  adolescent  population,  potentially  at  high 
risk  of  pregnancy,  accidents  and  behavioral  problems,  could  be  carefully  examined  to 
determine  if  they  are  receiving  health  services  under  Medicaid,  with  particular  attention 
aimed  at  pregnancy  counseling,  psychosocial  counseling,  and  other  health  education 
services. 

Fourth,  some  30  percent  of  all  AFDC  children  are  between  the  ages  of  0-3. 
Attempts  to  examine  the  scope  of  preventive  services  provided  to  this  group  as  well  as 
their  utilization  patterns  may  be  very  helpful.  Another  50  percent  of  the  children  are 
between  the  ages  4-12,  a  period  in  which  many  school-based  health  services  are  provided. 
Coordinating  such  services  with  ongoing  physician  or  clinic-based  care  can  avoid  potential 
duplication  and  overlap.  This  is  a  particularly  important  issue  for  children  with  chronic 
conditions  who  are  provided  "related  services"  (many  of  which  are  health  services)  under 
the  Education  for  All  Handicapped  Act  (P.L.  94-142). 

These  are  just  a  few  of  the  implications  that  can  be  drawn  from  the  national  AFDC 
characteristics  data.  Preparing  similar  information  for  your  state  may  be  useful  in 
improving  and  targeting  Medicaid  benefits  and  delivery  services  to  make  more 
cost-effective  use  of  limited  state  and  federal  dollars  for  maternal  and  child  health. 
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IV.  MEDICAID  UTILIZATION  PATTERNS  AND  COST  ESTIMATES  OF  AFDC  ADULTS 


AND  CHILDREN 


What  are  the  services  and  settings  that  most  Medicaid  women  and  children  use  and 
what  costs  are  they  likely  to  incur?  States  can  use  HCFA's  2082  data,  the  federal  data 
base  of  Medicaid  recipients  and  expenditures,  along  with  their  own  Medicaid  claims  data 
to  estimate  historical  patterns  of  use  and  expenditures  by  service  category  for 
AFDC-related  children  and  adults. 

Looking  at  only  one  state  —  Michigan  —  Rymer  found  that  in  1981,  73  percent  of 
their  AFDC  child  enrollees  used  ambulatory  care,  7.1  percent  used  inpatient  hospital  care, 
12.8  percent  used  long  term  care,  80.2  percent  used  prescription  drugs,  and  11.5  percent 
used  dental  services.  Examining  this  Michigan  data  further  by  service  units,  the  AFDC 
child  using  services  averaged  4.1  ambulatory  care  visits,  0.6  inpatient  hospital  service 
days,  3.5  prescription  drugs,  and  0.4  long  term  care  days.  Clearly,  ambulatory  care 
services  and  the  settings  they  are  provided  in  are  the  most  critical  areas  to  examine  for 
access  to  needed  services  for  Medicaid-eligible  children.  As  expected,  this  utilization 
picture  for  AFDC  children  is  very  different  than  it  is  for  other  Medicaid  eligible  groups. 

For  the  AFDC  adult,  most  of  whom  are  women  in  their  child  bearing  years,  a 
somewhat  different  service  picture  can  be  seen,  using  the  same  1981  Michigan  data. 
Some  81.1  percent  of  AFDC  adult  enrollees  used  ambulatory  care,  20.5  percent  used 
inpatient  hospital  care  (presumably,  the  majority  of  which  was  birth-related),  0.6  percent 
used  long  term  care,  78.8  percent  used  prescription  drugs,  and  16.3  percent  used  dental 
services.  Looking  at  the  service  units  per  AFDC  enrolled  adult  shows  6.5  ambulatory 
visits,  1.7  inpatient  hospital  service  days,  11.7  prescribed  drugs,  and  0.1  long  term  care 
days. 

Based  on  the  cost  information  described  in  Table  3,  it  is  evident  that  ambulatory  care 
services  (physician  plus  other  services)  represent  a  major  portion  of  expenditures  for  both 
AFDC  children  and  adults  —  47.8  percent  and  41.7  percent,  respectively.  For  both  adults 
(50.7  percent)  and  children  (46.4  percent),  hospital  expenditures  represent  the  other 
significant  portion  of  total  expenditures. 


TABLE  3 

MEDICAID  EXPENDITURES  FOR  SELECTED  SERVICE  CATEGORIES 
FOR  AFDC  ADULTS  AND  CHILDREN,  FY  1984  (in  million  of  dollars  and  in  percents) 


Type  of  Service 

AFDC  Children* 

AFDC  Adults* 

Inpatient  Hospital 

$1,847 

46.4% 

$2,243 

50.7% 

Physician 

640 

16.1 

730 

16.5 

Prescription  Drugs 

202 

5.1 

303 

6.9 

Long  Term  Care 

27 

0.7 

32 

0.7 

Other** 

1,263 

31.7 

1,114 

25.2 

Total 

3,979 

100.0 

4,422 

100.0 

*     Includes  the  categorically  needy  (cash  and  noncash)  and  medically  needy  eligibles. 

**    Includes  mental  hospitals,  dental  services,  other  practitioner,  outpatient  hospital, 

clinic  services,  lab  and  x-ray,  family  planning,  EPSDT,  rural  health  clinic,  and  other 

care. 


SOURCE:  HCFA,  Office  of  the  Actuary,  2082  data,  FY  1984. 
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Comparing  the  AFDC-related  child  and  adult  expenditure  picture  shows  some 
expected  differences.  Most  notable  is  higher  costs  for  adults  in  the  service  areas  of 
inpatient  hospital  care  and  prescription  drugs,  most  likely  due  to  services  associated  with 
child  birth.  States  may  compare  the  utilization  and  expenditure  patterns  of  their  own 
Medicaid  eligibles  and  find  different  service  and  delivery  priorities. 


V.  MAJOR  STRATEGIC  OPTIONS 

The  following  sections  on  state  policy  options  to  improve  Medicaid  services  and 
settings  are  divided  into  two  parts:  1)  options  for  prenatal  care  and  pregnancy  counseling 
and  2)  options  for  pediatric  care.  Each  of  the  options  will  be  followed  by  a  general 
discussion  of  considerations  and  constraints,  a  review  of  state  models,  and  a  summary  of 
the  data  on  cost-effectiveness. 

Each  of  the  options  will  highlight  the  need  to  move  Medicaid  recipients  into  managed 
care  systems  and  whether  or  not  waivers  are  necessary  to  accomplish  such  changes.  The 
importance  of  Medicaid  agencies  exerting  their  influence  to  coordinate  MCH 
infrastructures  by  arranging  delivery  systems  which  can  provide  comprehensive  and 
continuous  care  is  also  stressed. 

A.  Options  for  Prenatal  Care  and  Pregnancy  Counseling  Services  and  Settings 

Medicaid-eligible  pregnant  women  and  women  in  their  childbearing  years,  as  noted  in 
Table  2  and  in  the  health  services  research  literature,  are  at  increased  risk  for:  receiving 
inadequate  prenatal  care,  delivering  a  low  birth  weight  infant,  suffering  pregnancy  and 
birth-related  complications,  experiencing  postneonatal  mortality,  and  making  limited  use 
of  family  planning  services  as  compared  to  their  privately  insured  counterparts. 
Consequently,  the  frequency,  duration  and  scope  of  Medicaid  benefits  and  the  settings 
they  are  provided  in,  bear  special  significance  during  one  of  the  most  critical  periods  in  a 
women's  and  child's  life.  Medicaid  agencies  possess,  at  this  juncture,  an  excellent 
opportunity  to  influence  the  present  and  future  course  of  maternal  and  child  health  and 
potentially  the  future  utilization  of  Medicaid- financed  services.  A  discussion  of  the 
major  options  follows. 

1.    Specific  Options 

•     Covering  an  Enriched  Set  of  Prenatal  Services 

A  growing  number  of  states  are  examining  the  feasibility,  with  and  without  the  use  of 
waivers,  to  expand  Medicaid  prenatal  care  benefits  for  high  risk  women  to  cover  an 
enriched  set  of  services  (keeping  in  mind  that  many  women  who  qualify  for  Medicaid  are 
considered  at  high  risk).  These  benefits  would  be  developed  as  part  of  obstetric  standards 
used  by  all  public  and  private  providers  in  each  state  to  assure  uniform  risk  assessment  in 
a  regionalized  system  of  perinatal  care  (Note:  these  standards  already  exist  in  many  state 
MCH/Title  V  programs).  The  enactment  of  the  1985  budget  reconciliation  act  (COBRA) 
enables  states  to  expand  their  prenatal  care  benefits  without  seeking  a  HCFA  waiver  (see 
#3  below  for  more  detail). 

Such  an  enriched  prenatal  care  benefit  package  could  include,  for  example:  pregnancy 
testing;  risk  assessment  that  would  include  identification  of  high  risk  patients  and  referral 
to  appropriate  care;  laboratory  testing;  genetic  screening  and  counseling;  nutritional 
assessment,  counseling  and  referral  to  appropriate  feeding  programs  (WIC  and  Food 
Stamps);  health  education  and  counseling  (including  birth  education,   preterm  labor 
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prevention,  substance  abuse  prevention,  etc.);  home  visiting,  as  needed;  prenatal  vitamins; 
maternal  and  fetal  transport;  labor  and  delivery  services;  and  postpartum  care,  including 
pregnancy  counseling  services.  By  offering  an  expanded  prenatal  care  package,  states 
would  achieve  access  and  quality  objectives  while  at  the  same  time  maintaining  their  cost 
containment  objectives  by  targeting  these  expanded  benefits  to  high  risk  pregnant  women. 

•     Expanding  the  Content  and  Timing  of  Pregnancy  Counseling  Services 

States  can  also  expand  the  content  and  timing  of  pregnancy  counseling  services  to 
reduce  the  risk  of  unintended  pregnancy  and  poor  pregnancy  outcomes.  Some  of  the 
services  to  be  expanded  could  include  pre-pregnancy  risk  assessment,  identification  and 
counseling;  genetic  screening  and  counseling;  and  reproductive  health  education.  Since 
over  80  percent  of  all  AFDC  women  are  in  their  childbearing  years,  this  option  is 
especially  important. 

State  Medicaid  programs  have  several  options  to  implement  enriched  prenatal  and 
pregnancy  counseling  benefits: 

1)  Without  a  waiver,  the  state  can  offer  enriched  prenatal  care  and  pregnancy 
counseling  benefits  as  part  of  clinic  services  (an  optional  service  under  Medicaid). 
Higher  reimbursement  rates  for  the  clinics  could  be  set  to  include  the  above  set  of 
comprehensive  services.  The  Medicaid  agency  is  then  in  a  position  to  certify  only 
those  clinics  that  meet  the  provider  qualification  standards  that  are  consistent  with 
the  state's  MCH/perinatal  regionalization  medical  standards. 

2)  Without  a  waiver,  through  the  Early  and  Periodic  Screening,  Diagnosis  and  Treatment 
(EPSDT)  Program,  a  state  can  waive  comparability  through  the  process  of  a  state 
plan  change.  For  adolescents  only,  states  have  the  discretion  based  on  medical 
necessity  to  offer  an  enriched  benefit  package  as  well  as  extend  limits  on  Medicaid 
services  (e.g.,  a  greater  number  of  allowable  hospital  days  or  physician  visits). 

3)  Under  the  Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985  (COBRA),  states 
no  longer  have  to  seek  a  waiver  of  comparability  to  provide  a  more  enriched  package 
of  prenatal  services  to  pregnant  women  only.  Section  9501  of  COBRA  authorizes 
such  an  expansion.  According  to  the  Conference  report:  "This  might  include,  for 
example,  certain  drugs  or  nutritional  services.  The  agreement  also  specifies  that  in 
providing  pregnancy-related  and  post-partum  care  a  women  would  be  deemed  to 
remain  pregnant  until  after  the  last  day  of  her  pregnancy,  to  ensure  that  she  receives 
pregnancy  services  during  that  time." 

4)  Under  COBRA,  states  now  have  the  authority  to  include  case  management  as  an 
optional  service  in  their  Medicaid  state  plans.  (Previously  states  could  only  provide 
case  management  after  obtaining  a  Section  2175  "freedom  of  choice"  waiver.)  Case 
management,  provided  either  by  formalized  managed  care  programs  or  ongoing 
clinics/providers,  can  significantly  improve  the  effectiveness  and  comprehensiveness 
of  care  for  high  risk  pregnant  women.  A  monthly  or  capitated  fee  to  cover  case 
management  could  be  added  to  the  reimbursement  rate  of  qualified  Medicaid 
providers. 

5)  With  a  waiver  of  comparability  under  authority  provided  by  Section  2175  of  the 
Omnibus  Budget  Reconciliation  Act  of  1981  (OBRA),  states  can  use  their  prior 
authorization  authorities  to  exempt  high  risk  pregnant  women  from  any  limits  on  the 
use  of  physician  services,  inpatient  and  outpatient  services,  and  rural  and  other 
health  clinics.  This  option,  depending  on  the  state's  benefits,  may  allow  for  more 
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generous  coverage  of  selected  ambulatory  services  and  hospital  services.  However,  it 
may  not  address  the  scope  of  benefits  provided  —  risk  assessment  and  genetic 
screening,  for  example. 

2.  Existing  Considerations  and  Constraints 

It  is  unclear  how  many  of  the  enriched  services  described  above  are  already  covered 
under  existing  Medicaid  prenatal  care  policies.  In  a  recent  Children's  Defense  Fund  (CDF) 
survey  (Rosenbaum,  1985),  there  was  extensive  state  variation  in  coverage  of  preventive 
services,  prenatal  vitamins  and  risk  assessment  as  part  of  prenatal  care  services.  Unless 
formally  specified  in  standards,  provider  agreements  and  contracts,  the  study  found,  such 
services  are  often  not  provided  or  coordinated. 

A  major  finding  of  this  CDF  study  was  that,  based  upon  responses  to  the  survey,  state 
Medicaid  officials  were  apparently  unaware  of  the  specific  pregnancy-related  benefits 
that  their  states  offered,  further  suggesting  the  appropriateness  of  defining 
pregnancy-related  benefits  for  Medicaid-eligible  women  with  assistance  from  appropriate 
medical  groups.  Furthermore,  examining  the  qualifications  of  existing  public  and  private 
providers  to  deliver  these  services  is  another  area  where  Medicaid  officials  can  exert 
their  influence  to  assure  compliance  with  minimum,  basic  standards  of  practice. 

Before  altering  Medicaid  policies  too  dramatically  and  attempting  to  improve  the 
cost-effective  delivery  of  prenatal  care  and  pregnancy  counseling  services,  state  officials 
should  be  aware  of  the  limited  availability  and  capacity  of  both  public  and  private 
providers  to  deliver  prenatal  care  and  pregnancy  counseling  services. 

Historically,  clinics  and  hospital  outpatient  departments  (OPDs)  have  been  the  usual 
source  of  prenatal  care  and  pregnancy  counseling  services  for  low  income  women.  This  is 
partially  because  of  the  low  participation  of  obstetricians/gynecologists  (OB/GYNs)  in 
Medicaid  and  the  limited  capacity  of  many  publicly  funded  clinics  to  offer  an  expanded 
set  of  services  so  important  to  high  risk  women.  However,  increasing  demands  on  public 
clinics  and  OPDs  by  Medicaid  and  uninsured  pregnant  women  and  children  are  often  result 
in  lengthy  waiting  times  (up  to  6  weeks)  and  lack  of  comprehensive  services. 

One  solution  might  be  to  increase  physician  reimbursement,  which  would  discourage 
the  use  of  clinics  and  OPDs  with  their  relatively  high  reimbursement  rates.  Yet,  unless  a 
significant  increase  in  OB/GYN  participation  and  capacity  to  provide  or  subcontract  an 
expanded  service  package  can  be  assured,  such  options  should  be  cautiously  pursued.  This 
policy  perspective  on  the  role  of  clinics  and  OPDs  is  very  different  from  that  on  pediatric 
care,  as  described  below. 

State  strategies  to  increase  the  involvement  of  OB/GYNs  should  re-examine  several 
influencing  factors  as  part  of  a  state  perinatal  regionalization  plan:  obstetrical 
reimbursement  fees,  global  billing  procedures,  advance  payment  mechanisms,  benefit 
coverage,  malpractice  options,  rotating/subcontracting  arrangements  with  clinics  and 
other  providers,  and  coverage  of  nurse  midwives  and  nurse  practitioners.  These  benefit 
and  administrative  decisions  can  have  a  major  impact  on  improving  access  to  the  most 
appropriate  prenatal  and  delivery  services,  while  potentially  reducing  the  high  costs 
associated  with  newborn  intensive  care  and  malpractice. 

Regarding  the  special  issues  of  adolescents,  states  have  had  limited  experience  with 
the  use  of  EPSDT  for  pregnant  adolescents.  However,  based  on  medical  standards  of 
practice  for  this  population,  a  special  EPSDT  component/benefit  package  for  pregnant 
teens  could  be  designed  with  targeted  outreach.  Using  the  EPSDT  waiver  of  comparability 
(obtained  through  a  state  plan  change,  not  a  HCFA  waiver),  states  can  expand  the 
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frequency,  scope  and  duration  of  services  to  this  high  risk  population.  To  begin  this 
process,  many  states  will  first  need  to  convene  a  group  of  providers  skilled  in  adolescent 
reproductive  health  for  advice  regarding  appropriate  medical  standards. 

Another  issue  very  important  to  the  adolescent  population  is  the  use  of  alternative 
delivery  settings,  namely  schools  and  clinics.  Depending  on  the  historical  patterns  of  use 
among  pregnant  adolescents  and  the  availability  of  physicians  expert  in  adolescent  health, 
the  state  may  need  to  examine  alternative  settings  such  as  schools  and  clinics  to 
encourage  comprehensive  health  education  and  appropriate  utilization  of  services. 
Adolescents  often  prefer  non- traditional  settings  such  as  school-based  health  clinics, 
clinics  in  malls,  mobile  health  units,  etc. 

Just  as  important  as  the  site  of  care  for  all  pregnant  women,  is  the  point  of  entry  or 
first  contact  with  the  Medicaid  system.  Many  low-income  pregnant  women  are 
potentially  eligible  for  Medicaid  but  have  never  applied.  Because  of  the  lengthy 
application  process  and  the  importance  of  timely  prenatal  care,  efforts  to  move  the 
application  process  to  clinics  and  providers  used  by  low  income  women  as  well  as 
fast-tracking  the  AFDC  application  need  to  be  considered.  This  intervention  can  be  of 
critical  importance,  as  noted  below,  for  getting  women  into  comprehensive  prenatal  care 
during  the  first  trimester,  for  referring  them  to  the  most  appropriate  level  of  prenatal 
care,  and  for  assuring  that  they  are  able  to  deliver  at  a  hospital  with  the  capacity  to  offer 
the  best  possible  health  outcomes. 

Increasingly,  prenatal  and  obstetric  providers  are  considering  the  placement  of 
Medicaid  assistance  workers  at  clinic  sites  to  assist  clients  in  completing  AFDC 
applications,  in  getiing  appointments  at  welfare  offices,  and  in  following-up  on  any 
questions  or  delays  in  the  application  process.  For  providers  serving  Hispanic  and  other 
non-English  speaking  women,  as  noted  below,  this  may  be  even  more  important. 

The  "Medicaid  liaison"  position,  as  termed  by  Jones  et  al  (1985),  has  been  the  most 
effective  intervention  in  the  receipt  of  timely  prenatal  care  and  delivery  in  their  New 
York  City  Hispanic  demonstration  project.  The  Medicaid  Eligibility  Unit  interviewed  500 
women  in  a  period  of  7  months.  Almost  75  percent  of  those  seen  were  deemed 
Medicaid-eligible.  With  the  assistance  of  the  Medicaid  liaison,  only  4  of  the  375  women 
had  their  applications  denied.  Moreover,  the  certification  letter  took  only  2  1/2  weeks  as 
compared  to  6  weeks  previously.  Hospital  administrators  also  agreed  to  accept  the 
certification  letter  in  the  absence  of  a  Medicaid  card  and  to  actually  schedule 
appointments  and  arrange  for  hospital  deliveries. 

Another  important  issue,  as  noted  in  the  section  on  AFDC  characteristics,  is  the  fact 
that  many  women — some  of  whom  are  pregnant — are  enrolled  in  Medicaid  for  only  part  of 
the  year.  Special  efforts  need  to  be  made  with  MCH/Title  V  agencies  or  through  other 
mechanisms  to  assure  continuity  of  care  for  those  who  are  unable  to  pay  for 
pregnancy-related  services.  Some  states  may  want  to  consider  possible  Medicaid 
eligibility  changes,  for  example,  expanding  eligibility  among  pregnant  women  for  60  days 
after  the  end  of  the  pregnancy.  Others  may  want  to  examine  subcontracting 
arrangements  with  the  women's  provider  to  avoid  any  change  in  the  course  of  treatment 
at  this  critical  point  of  time. 

The  need  to  build  a  case-managed  service  delivery  infrastructure  to  finance  and 
deliver  necessary  maternal  and  child  health  services  provided  by  physicians,  OPDs, 
hospitals,  clinics,  Title  V  agencies,  and  schools  is  critical,  particularly  in  light  of  the 
important  socioeconomic  and  demographic  characteristics  of  the  AFDC  child  and  adult 
population  described  in  Table  2.  Otherwise,  confusion  will  still  persist  about  the  "medical 
home",  use  of  multiple  providers,  duplicative  services,  delays  in  seeking  care,  and  use  of 
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more  costly  services  than  may  be  required.  In  some  localities,  the  medical  home  may  be 
the  local  health  department  and  in  others  it  may  be  an  HMO  or  an  IPA.  In  turn,  each 
group  can  subcontract  for  services  it  does  not  provide,  such  as  pregnancy  counseling  or 
substance  abuse  treatment.  However,  in  every  contracting  arrangement,  the  benefit 
package,  standards  of  care  and  periodicity  schedule  should  be  clearly  defined. 

3.  State  Models 

The  following  models  provide  examples  of  how  other  states  have  designed  benefit 
packages;  coordinated  regionalized  perinatal  networks;  used  waivers  to  enrich  benefits,  to 
selectively  contract  with  providers,  and  to  offer  continuous  Medicaid  eligibility;  and 
evaluated  delivery  and  financing  systems.  In  both  the  California  and  South  Carolina  cases, 
the  state  Medicaid  agencies  not  only  changed  the  benefits  but  also  influenced  how  and 
where  the  care  would  be  delivered.  (Note:  Many  of  the  innovations  described  below,  as 
noted  above,  can  be  accomplished  without  a  federal  waiver.) 

•  California's  Obstetrical  Access  Project 

Initially  a  pilot  project  in  13  urban  and  rural  counties,  this  project  is  now  state-wide. 
The  state  contracted  with  several  providers  in  underserved  areas  and  expanded  the 
package  of  reimbursable  services  to  include:  8  or  more  prenatal  care  visits;  nutrition, 
psychosocial,  and  health  education  counseling;  birth  education  classes  (16  hours);  prenatal 
care  vitamins;  and  over  30  diagnostic  tests,  as  needed.  In  order  to  encourage  provider 
participation,  the  method  of  reimbursement  was  also  changed  from  a  package/global  fee 
to  itemized  billing  with  an  advance  payment  mechanism.  As  part  of  this  experiment,  a 
system  of  Medi-Cal  eligibility  with  careful  explanation  of  services  and  registration  as 
well  as  a  case-managed  system  of  multidisciplinary  care  were  set  in  motion. 

Among  the  factors  contributing  to  the  success  of  this  pilot  project  were:  a)  a  defined 
and  enriched  protocol  of  care  obtained  through  a  HCFA  waiver  of  comparability  and  b) 
continuous  eligibility  obtained  by  waiving  the  income  limits  and  the  spend-down 
requirements.  (See  below  under  cost-effectiveness  for  more  information.) 

•  South  Carolina's  Statewide  High  Risk  Perinatal  Program 

A  system,  based  on  standardized  risk  assessment,  has  been  set  up  to  identify  all  high 
risk  obstetric  patients  in  South  Carolina  and  to  assure  appropriate  care  for  both  the 
pregnant  woman  and  her  infant.  High  risk  women  who  meet  specific  eligibility  criteria  are 
referred  to  board  certified/eligible  OB/GYNs  and  provided  with  public  health  nurse  case 
management,  social  work  evaluation,  nutrition  counseling  and  health  education.  Delivery 
is  restricted  to  Level  II  or  III  hospitals  and  the  patient  receives  one  year  of  family 
planning  follow-up. 

This  program,  with  a  HCFA  waiver,  has  also  successfully  created  a  defined  and 
expanded  set  of  benefits,  fee  increases,  and  selective  contracting  arrangements  with 
physicians  and  hospitals  to  provide  care. 

•  New  York's  Intensive  Program  of  Prenatal  Care 

Fifteen  demonstration  projects  are  underway  to  reduce  the  incidence  of  preterm 
births  and  low  birth  weight  in  New  York.  Based  on  careful  targeting  of  high  risk  areas, 
the  New  York  projects  have  the  following  components:  a)  standardized  risk  assessment,  b) 
intensive  prenatal  care  including  patient  and  community  education  that  covers  nutrition, 
smoking,  substance  abuse,  preterm  labor  prevention  using  multidisciplinary  staff  support, 
and  c)  the  use  of  tocolytic  agents  (labor-inhibiting  drugs)  and  prompt  hospitalization. 
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4.  Evidence  of  Cost-Effectiveness 


Cost-effectiveness  studies  of  obstetrical  services  have  focused  primarily  on 
decreasing  low  birth  weight  rates  and  the  cost  savings  associated  with  reduced  newborn 
intensive  care  and  rehospitalization  (Budetti  et  al,  1982;  IOM,  1985;  Schramm  and  Land, 
1984;  Korenbrot,  1984).  Despite  these  findings  of  cost-effectiveness,  it  is  impossible  to 
project  definitive,  Medicaid-specific  short  and  long-term  savings  for  states.  This  is  due 
to  both  the  variation  in  individual  state  Medicaid  policies,  utilization  patterns,  and 
pregnancy  outcomes,  and  to  the  fact  that  most  studies  focus  on  systemwide  rather  than 
program-specific  data.  Most  agree,  however,  that  despite  the  difficulties  inherent  in 
performing  such  a  calculation,  "savings  in  the  cost  of  care  of  low  birth  weight  children 
would  probably  more  than  offset  the  additional  cost  for  the  prenatal  services."  (IOM,  p. 
233) 

Some  of  the  most  highly  regarded  prenatal  cost-effectiveness  findings  to  date  have 
shown  that: 

•  $3.38  can  be  saved  for  every  $1.00  spent  on  prenatal  care  for  women  at  high  risk 
for  delivering  a  low  birth  weight  infant  (IOM,  1985). 

•  $1.14  to  $2.12  could  be  saved  for  every  $1.00  spent  on  comprehensive  prenatal 
care,  as  defined  in  the  California  OB-Access  Project  (Korenbrot,  1984). 

•  $0.34  in  1981  and  $0.12  in  1982  could  have  been  saved  for  every  $1.00  spent  in 
increased  mothers'  Medicaid  claims  associated  with  adequate  prenatal  care 
(Schramm  and  Land,  1984). 

Cost-effectiveness  associated  with  pregnancy  counseling  is  also  highly  relevant  to 
this  discussion,  particularly  as  it  relates  to  adolescents.  Researchers  Wertheimer  and 
Moore  (CRS  and  CBO,  1985-p.348)  estimated  that  "reducing  the  1981  birthrate  of 
teenagers  under  20  years  of  age  by  one-half  would  lead  to  an  25  percent  reduction  in 
AFDC  costs  in  1990,  while  halving  the  birthrate  of  only  those  teenagers  who  are  under  the 
age  of  18  would  result  in  saving  of  12  percent  of  AFDC  costs." 

North  Carolina's  Medicaid  Director,  Barbara  Matula,  commented  on  the  issue  of 
cost-effectiveness  at  a  1984  National  Governors'  Association  conference  (held  in  Phoenix, 
Arizona)  on  preventive  health  care  for  children  and  cost  containment: 

"In  North  Carolina,  which  is  not  known  as  a  big  spender,  we're  hovering  around 
$48,000  for  an  ICF-MR  (intermediate  care  facility  for  the  mentally  retarded) 
child.  Forty-eight  thousand  a  year.  Our  average  cost  for  the  children  in  our 
Medicaid  program  is  $400  a  year.  If  I  could  reduce  the  ICF-MR  population  in 
the  future  by  1,000  children,  I  could  pay  for  the  services  of  100,000  other 
children.  So,  there's  your  cost-effectiveness."  (National  Governors' 
Association,  1984). 

The  following  section  briefly  reviews:  1)  information  on  the  costs  of  prenatal  care 
and  delivery  as  well  as  enriched  prenatal  care  benefit  packages,  and  2)  effectiveness  as 
measured  by  improved  access  to  care,  compliance  with  medical  recommendations,  and 
reduced  low  birth  weight  and  other  complications. 

The  Institute  of  Medicine  (1985)  calculated  that  in  1984,  the  average  obstetrician's 
fee  for  prenatal  care,  normal  delivery  and  postpartum  care  was  approximately  $800. 
According  to  the  Health  Care  Financing  Administration  (HCFA),  the  average  state 
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Medicaid  reimbursement  rates  for  this  same  care  was  less  than  half  of  that  amount  ($392) 
during  that  same  time  period  (HCFA,  1985).  When  one  considers  the  low  reimbursement 
rate  relative  to  the  private  market  place  combined  with  the  risk  status  of  many  Medicaid 
patients,  improved  fiscal  incentives  may  be  required  to  encourage  OB/GYN  participation. 
In  response,  many  states  have  increased  their  OB/GYN  reimbursement  rates. 

The  state  of  Missouri  (Schramm  and  Land,  1984)  has  examined  the  costs  of  extending 
adequate  prenatal  care  to  those  Medicaid  recipients  currently  without  it.  They  found  the 
costs  to  extend  these  relatively  inexpensive  services  were  greater  than  expected  because 
of  the  large  numbers  of  women  with  inadequate  care.  They  do  note,  however,  that  the 
costs  for  providing  adequate  prenatal  care  to  approximately  8,500  women  were  only 
$875,000  or  2  percent  of  the  more  than  $40  million  spent  on  maternal  and  newborn  costs 
in  Missouri  by  Medicaid  in  1981  and  1982  . 

The  state  of  California,  as  part  of  its  OB-Access  Project,  estimated  that  it  cost  the 
state  $250  more  than  the  Medi-Cal  global  fee  for  an  expanded  package  of  prenatal  care 
services.  Note:  the  mean  total  claim  for  OB  access  care  to  the  state  was  $870  compared 
to  $620  per  expected  Medi-Cal  reimbursement. 

Effectiveness  of  prenatal  and  delivery  services  is  typically  measured  in  terms  of 
improved  access  to  adequate  prenatal  care,  compliance  with  medical  regimens,  decreased 
risk  factors  associated  with  poor  pregnancy  outcomes,  and  reduced  maternal  and  infant 
morbidity  and  mortality.  The  following  studies  summarize  some  of  the  key  findings  on 
effectiveness. 

Researchers  for  California's  OB-Access  Project  found  access  to  perinatal  care  in 
underserved  areas  was  increased;  more  women  initiated  care  in  the  first  trimester;  a  high 
proportion  (84  percent)  of  the  pregnant  women  completed  care;  and  the  majority  were 
able  to  receive  the  whole  package  of  benefits.  Regarding  low  birth  weight  changes,  the 
OB-Access  population  had  half  the  incidence  of  LBW  (4.7  percent)  as  did  the  comparison 
groups  of  Medi-Cal  recipients  (7.1  percent).  The  very  low  birth  weight  rate  was  61 
percent  lower  in  the  OB-Access  population  (1.3  percent  vs.  0.5  percent).  (Note:  in  most 
of  the  evaluations  of  prenatal  care,  unmatched  control  populations  and  potential  selection 
bias  are  common.) 

South  Carolina's  evaluation  found  that  the  non-program  comparison  group  had  almost 
twice  the  number  of  fetal  and  neonatal  deaths  as  the  perinatal  program  group  (53.2/1,000 
vs.  30.5/1,000).  Postneonatal  mortality  rates  were  also  less  for  program  mothers' 
infants.  Heins  et  al  (1985)  presented  possible  reasons  for  their  program's  positive  effect: 
an  increased  number  of  prenatal  visits  and  more  infants  being  delivered  in  Level  2  or  3 
hospitals  by  appropriate  personnel.  In  1983,  South  Carolina  had  their  first  significant 
infant  mortality  decrease  in  4  years,  dropping  from  16.1  in  1982,  to  15.0  in  1983,  to  14.7 
in  1984. 

Generally  speaking,  the  greatest  impacts  of  prenatal  care  have  been  reported  among 
low  socioeconomic  groups  (particularly  Black,  poorly  educated  populations  because  of 
their  high  risk  for  LBW  and  inadequate  prenatal  care)  (McManus,  1985).  The  Institute  of 
Medicine  (IOM)  concluded: 

"Although  a  few  studies  have  not  been  able  to  demonstrate  a  positive  effect  of 
prenatal  care,  the  overwhelming  weight  of  the  evidence  is  that  prenatal  care 
reduces  low  birth  weight.  This  finding  is  strong  enough  to  support  a  broad 
national  commitment  to  ensuring  that  all  pregnant  women,  especially  those  at 
medical  or  socioeconomic  risk  receive  high  quality  care  (p.  146)." 
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B.  Options  for  Pediatric  Services  and  Settings 


Children  have  very  different  needs  for  health  services  depending  on  their  age,  their 
health  and  functional  status,  and  their  family  support  systems.  During  a  child's  first  year 
of  life,  for  instance,  the  rate  of  hospitalization  was  255.9  per  1,000  population  in  1982  as 
compared  to  71.2  for  children  under  15  (National  Hospital  Discharge  Survey). 

Researchers/pediatricians  Starfield  and  Budetti  (1985)  reported  on  child  health  status 
and  risk  factors  as  part  of  a  national  research  conference  for  health  promotion  and 
disease  prevention  for  children  and  the  elderly.  They  concluded: 

"...  In  childhood,  injuries  are  the  second  most  frequent  category  of  health  problems, 
after  acute  minor  medical  illnesses. 

...  Although  most  common  health  problems  vary  with  the  age  of  the  child,  there  is  at 
least  some  evidence  to  suggest  that  children  with  some  types  of  health  problems  are  at 
greater  risk  of  subsequent  health  problems  than  other  children. 

...  It  is  not  always  possible  to  predict  which  individual  children  are  at  risk  of  disease 
(or  illness).  Therefore,  services  must  provide  continuous  care  over  long  periods  of  time  to 
detect  children  with  incipient  disease  or  those  who  become  subject  to  conditions  that 
predispose  them  to  disease. 

In  the  past  two  decades,  children's  health  needs  have  changed  dramatically  from  high 
rates  of  infectious  diseases  and  infant  mortality,  to  relatively  low  rates,  notwithstanding 
persistent  racial  disparities.  Existing  child  health  problems  today  are  more  likely  to  have 
their  greater  origin  in  psychological,  social  and  behavioral  factors  than  ever  before. 

1.     EPSDT  Options 

The  primary  means  through  which  states  can  modify  their  service  coverage  for 
children  and  adolescents  is  the  Early  and  Periodic  Screening,  Diagnosis,  and  Treatment 
(EPSDT)  Program.  HCFA  regulations  state  that,  under  EPSDT,  "State  Medicaid  agencies 
both  pay  vendors  for  services  provided  and  manage  a  comprehensive  health  program  of 
prevention  and  treatment  for  children. ..through  outreach,  health  education,  screening 
(defined  as  initial  and  periodic  examinations  and  evaluations),  and  case  management." 

The  following  are  several  policy  options  that  states  may  want  to  consider  to  enhance 
their  benefits  and  service  capacity  to  children  under  EPSDT. 

1)  Expand  the  EPSDT  benefit  package  and  periodicity  schedule  (schedule  of 
recommended  visits)  to  cover  the  child  health  supervision  services  recommended  by 
the  American  Academy  of  Pediatrics  (AAP)  for  well  child  care.  (See  Appendix  1.) 
Such  benefits  would  include  age-specific  initial  and  interval  medical  histories, 
measurements,  nutritional  assessments,  sensory  screening,  developmental  and 
behavioral  assessments,  physical  examinations,  procedures,  anticipatory  guidance, 
dental  care,  and  immunizations.  These  benefits  should  be  consistent  with  state 
medical  and  dental  standards  of  practice  for  both  private-  and  public-pay  patients. 

2)  Design  different  age-specific  EPSDT  benefits  for  adolescents  (who  are  sexually 
active,  pregnant,  substance  abusers,  at  risk  for  accidents  or  injuries,  or  with  other 
special  health  problems),  for  chronically  ill  children,  for  SSI-eligible  children,  for 
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children  ages  0-3,  for  children  in  foster  care,  state  hospitals  and  residential 
facilities,  and  in  criminal  justice  facilities.  There  is  a  need  to  develop  these  special 
EPSDT  components  because  states  often  rely  on  the  AAP's  Guidelines  for  all  children 
regardless  of  their  health  and  functional  status.  Regarding  that  issue,  the  AAP  has 
made  it  clear  that  their  Guidelines  are  "designed  for  the  care  of  children  who  are 
receiving  competent  parenting,  have  no  manifestations  of  any  important  health 
problems,  and  are  growing  and  developing  in  satisfactory  fashion.  Additional  visits 
may  become  necessary  if  circumstances  suggest  variations  from  normal."  Using  the 
AAP  Guidelines  as  a  base,  states  can  meet  with  providers  expert  in  the  care  of  child 
subgroups  to  redefine  more  appropriate  EPSDT  benefits  for  different  child  subgroups. 

3)  Develop  targeted  outreach  strategies  under  EPSDT  with  special  focus  on,  for 
example,  children  ages  0-5  who  have  not  received  any  medical  services  in  the  past 
year,  pregnant  teenagers,  children  who  excessively  use  emergency  rooms,  and  other 
high  risk  children  and/or  heavy  utilizers  of  health  services.  Once  children  are 
enrolled  in  Medicaid  or  in  EPSDT,  continuity  of  care  is  often  not  achieved.  In 
addition  to  random  reminders  to  families  who  have  not  kept  their  scheduled 
preventive  visits,  EPSDT  providers  can  design  outreach  efforts  that  are  targeted  to 
specific  high  risk  populations  to  assure  appropriate  utilization  of  services. 

To  implement  each  of  these  options  requires  no  HCFA  waiver.  States  have  the 
authority  to  enact  an  EPSDT  waiver  of  comparability  by  making  a  state  plan  change  to 
enrich  benefits  and  to  expand  limits  on  mandatory  and  optional  services. 


2.  Existing  Considerations  and  Constraints 

A  limited  number  of  states  have  experimented  with  the  above  EPSDT  options  for 
several  reasons.  EPSDT  has  historically  been  underused  by  both  providers  and  recipients 
because  it  is  not  well  understood.  Many  believe  it  is  a  program  only  for  children  with  an 
acute  or  chronic  illness  identified  though  a  formal  health  ccreen.  Confusion  among  clinics 
and  physicians  over  continuing  care  responsibilities  has  also  plagued  the  program.  Other 
criticisms  often  cited  are:  periodicity  schedules  at  variance  with  common  practice,  low 
reimbursement  rates,  and  complicated  procedures  and  reporting  requirements. 

Responding  to  these  concerns,  HCFA  promulgated  new  regulations  in  early  1985  to 
encourage  the  use  of  EPSDT  for  all  Medicaid  children,  to  define  EPSDT  benefits  according 
to  current  medical  and  dental  standards,  to  reduce  reporting  requirements,  and  to 
encourage  the  use  of  continuing  care  providers. 

While  these  new  regulations  offer  states  and  providers  more  flexibility  and  better 
consistency  with  medical  and  dental  standards,  EPSDT  program  limitations  still  persist, 
such  as:  wide  state  variation  in  periodicity  schedules,  the  existence  of  EPSDT  "shadow" 
programs,  low  utilization  except  among  children  entering  school,  few  models  of  EPSDT 
components  for  child  subgroups  (e.g.,  chronically  ill  children).  These  problems  are 
described  below. 

Dramatic  state  variation  exists  in  EPSDT  periodicity  schedules  as  documented  in  a 
1985  CDF  state  survey  by  Rosenbaum  and  Johnson.  The  majority  of  states  do  not 
maintain  adequate  medical  screening  and  treatment  periodicity  schedules,  as  called  for  by 
the  American  Academy  of  Pediatrics.  Only  1  state  —  New  York  —  meets  the  AAP 
recommended  periodicity  schedule  of  20  health  supervision  visits  from  infancy  through 
age  21.  The  range  in  total  number  of  EPSDT  visits  goes  from  a  low  of  5  visits  in  Wyoming 
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to  a  high  of  25  in  Ohio,  Pennsylvania  and  Washington.  (Note:  these  states'  periodicity 
schedules  are  at  variance — either  above  or  below — the  AAP's  recommendations  for 
different  age  groups). 

There  are  also  significant  differences  among  states  in  the  number  of  visits 
recommended  for  each  age  group.  During  the  first  12  months  of  life,  the  AAP 
recommends  6  visits.  Twelve  states  follow  that  consensus;  however  10  states  recommend 
only  1  or  2  visits.  From  ages  1-5,  the  AAP  recommends  6  visits.  Six  states  have  a  similar 
periodicity  schedule.  At  the  other  extreme,  6  states  call  for  2  or  fewer.  Between  ages 
6-12,  the  AAP  recommends  4  visits.  Thirteen  states  concur;  yet  23  states  call  for  2  or 
fewer  visits.  During  ages  13-21,  9  states  meet  or  exceed  the  AAP's  recommended  4 
visits.  However,  24  states  call  for  2  or  fewer. 

In  addition,  Rosenbaum  and  Johnson  (1985)  also  report  that  very  few  states  apply  the 
same  EPSDT  standards  or  protocols  to  all  publicly  financed  programs,  such  as  MCH 
services  provided  by  Title  V  agencies.  For  states  implementing  managed  care  programs, 
it  is  unclear  to  what  extent  they  are  adhering  to  state  EPSDT  standards  of  practice. 
These  managed  care  programs,  while  often  more  likely  to  cover  preventive  services  and 
case  management,  seldom  include  as  part  of  their  definition  of  case  management, 
treatment  protocols,  utilization  review  criteria,  and/or  state  contracting  agreements 
regarding  EPSDT  standards  and  periodicity  schedules. 

Many  states  often  fail  to  see  the  importance  of  separating  out  EPSDT  from  their 
regular  Medicaid  program  since  many  of  the  "EPSDT  services"  are  already  covered  under 
Medicaid.  A  state,  for  example,  with  unlimited  physician  visits  may  see  no  apparent  need 
to  distinguish  between  an  EPSDT  and  a  Medicaid  visit.  These  programs  are  often  referred 
to  as  "shadow"  EPSDT  programs.  However,  without  formally  creating  an  EPSDT  program, 
with  recognized  standards,  a  cadre  of  qualified  providers  meeting  these  standards,  and  all 
child  Medicaid  recipients  participating,  what  tends  to  happen  is:  services  are  used 
haphazardly,  no  continuing  care/"medical  home"  is  available  for  the  child,  outreach  and 
follow-up  are  minimal  and  not  targeted  to  those  at  highest  risk,  and  quality 
reviews/evaluations  of  program  effectiveness  are  difficult  to  conduct  because  there  is  no 
standard  to  measure  current  utilization  patterns  against.  (For  an  extensive  discussion  of 
"shadow"  programs,  see  Rosenbaum  and  Johnson,  1985.) 

Few  states  are  known  to  have  designed  age  and  health-specific  components  of 
EPSDT.  Consequently,  there  is  an  absence  of  models  to  replicate.  As  with  prenatal  care, 
states  will  have  to  first  convene  providers  expert  in  the  care  of,  for  example,  chronically 
ill  children,  young  children  (ages  0-3),  adolescents,  and  others,  to  determine  a  more 
appropriate  EPSDT  benefit  package  and  delivery  arrangement. 

Another  area  that  highlights  the  limited  use  of  EPSDT  is  the  finding  that  children 
often  enter  EPSDT  at  ages  5  or  6  when  they  are  ready  to  enter  kindergarten  or  first 
grade.  They  are  identified  because  of  the  need  for  immunizations,  vision  and  hearing 
exams,  or  some  other  defined  medical  problem.  Instead,  it  is  recommended  that  all 
Medicaid-eligible  children  be  placed  on  EPSDT  at  their  first  contact  with  the  health  care 
system  —  as  a  newborn  in  a  hospital,  for  example.  From  the  child's  beginning,  at  a 
critical  point  in  the  infant's  life,  a  continuing  care  provider  can  be  contacted  and  care 
initiated. 

If  a  child  goes  off  Medicaid,  which  is  not  uncommon,  arrangements  should  be  made 
with  the  state's  Title  V  agency/indigent  care  agency  to  maintain  an  ongoing  source  of 
care  and  a  health  record.  According  to  CDF's  EPSDT  survey,  "no  state  reported  having 
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formal  arrangements  for  transferring  a  child  losing  Medicaid  from  one  payer  to  another." 
This  is  an  example  where  states  may  first  want  to  experiment  with  subcontracting 
arrangements  on  a  small-scale  before  going  state-wide. 

State  agencies  and  clinics  may  also  want  to  test  the  feasibility  of  subcontracting  with 
continuing  care  providers  to  underwrite  the  uncompensated  ambulatory  care  delivered  by 
the  child's  usual  source  of  care  (See  Tennessee's  "Medical  Home"  Project  for  more 
information).  Otherwise,  what  is  likely  to  occur  is  that  families  will  shift  providers 
without  any  continuing  care  link.  Many  of  the  added  costs  to  clinics  and  other  providers 
caring  for  these  children  —  initial  physical  examinations,  laboratory  tests,  and  other 
diagnostic  procedures  —  could  be  avoided  if  continuing  care  arrangements  were 
maintained. 

Unlike  the  delivery  situation  for  obstetrics,  participation  in  Medicaid  by  pediatricians 
and  family  physicians/general  practitioners  has  been  relatively  high.  According  to  Perloff 
et  al  (1985),  82  percent  of  pediatricians  participated  in  Medicaid  in  1983.  This  AAP 
13-state  study  of  pediatric  participation  also  found  that  "raising  reimbursement  and 
expanding  the  generosity  of  state  programs  would  foster  a  greater  degree  of  participation 
among  pediatricians." 

Keeping  in  mind  the  recent  EPSDT  regulations  and  the  historic  participation  of 
pediatricians  as  well  as  clinics  in  Medicaid,  many  believe  very  exciting  delivery  options 
are  possible.  Any  new  or  redesigned  EPSDT  models  should  attempt  to  carefully  address 
the  following  overall  goals: 

1.  Expand  the  role  of  pediatricians  and  family  physicians/general  practitioners,  and 
OB/GYNs  in  the  continuing  care  of  Medicaid  children. 

2.  Re-define  the  role  of  clinics  to  serve  primarily  those  children  who  do  not  have 
continuing  care  arrangements,  to  perform  targeted  outreach  and  case  management  to 
those  children  at  highest  risk  (including  transportation,  as  needed),  and  to  supplement 
the  physician's  capacity  to  offer  the  full  range  of  EPSDT  services  (e.g.,  by  making 
available  audiometers  and  other  diagnostic  technologies  that  physicians  may  not  have 
in  their  practice). 

3.  Create  an  infrastructure,  either  through  Title  V  clinics,  local  health  departments,  or 
physician  groups  to  better  a)  channel  state  and  federal  child  health  funds  at  the 
community  level  to  serve  the  full  range  of  each  individual  child's  health  care  needs, 
b)  coordinate  care  with  a  single  agency/physician  group  assuming  primary 
responsibility,  and  c)  assure  that  a  basic  set  of  minimum  health  supervision  and 
treatment  services  are  provided  to  children. 

Absent  in  many  of  the  state  discussions  on  EPSDT  models/settings  and  delivery 
structures,  is  a  defined  plan  to  improve  all  of  the  three  goals  above.  Unless  physician 
groups  —  pediatricians,  family  physicians/general  practitioners,  and 
obstetricians/gynecologists  —  are  brought  into  the  EPSDT  redesign  and  marketing 
process,  an  incomplete  system  may  persist.  As  mentioned  earlier,  providers  have 
experienced  a  great  deal  of  frustration  with  EPDST  and  also  limited  involvement  with 
Medicaid.  They  are  also  likely  to  be  unaware  of  the  changes  in  the  EPSDT  regulations  and 
the  shift  in  intent  of  many  state  and  local  efforts.  As  a  result,  provider  education  and 
recruitment  campaigns  and  close  collaboration  with  physicians'  state  and  local  medical 
chapters  will  be  critical  in  making  any  pediatric  delivery  system  a  success. 


An  infrastructure  to  coordinate  multiple  public  child  health  funding  streams  and  to 
offer  comprehensive  services  is  a  need  felt  by  many  families  as  well  as  providers.  With 
child  health  funds  coming  from  multiple  sources,  namely  Medicaid,  Title  V,  Supplemental 
Food  Program  for  Women,  Infants  and  Children  (WIC),  state  health  department  funds, 
Education  for  All  Handicapped  Act  (P.L.  94-142),  etc.,  it  is  understandably  confusing  to 
meld  them  into  a  unified  whole.  For  example,  one  funding  source  may  pay  for  acute  care 
physician  services,  but  does  not  pay  for  physical  therapy.  Another  funding  stream  may 
pay  for  a  social  worker  and  not  an  immunization.  This  often  results  in  the  use  of  multiple 
providers,  frustration  and  lack  of  timely  and  appropriate  care  for  children,  and  often 
added  expense. 

To  assure  more  effective  insurance  and  delivery  mechanisms,  states  and  localities, 
physician  groups  and  other  providers  need  to  creatively  develop  infrastructures  to  sort  out 
this  confusion.  An  interagency  group  from  the  state  of  Massachusetts  attempted  to  do 
just  that  in  improving  the  care  of  their  chronically  ill  and  disabled  child  population. 
Project  SERVE,  composed  of  4  public  and  private  agencies,  conducted  an  extensive  series 
of  interviews  with  the  state's  Division  of  Family  Health  Services,  primary  care  providers, 
tertiary  care  facilities,  other  Massachusetts  state  agencies,  parents,  and  insurors.  Armed 
with  this  information,  they  have  made  several  recommendations  related  to  organization, 
planning,  standard  setting  and  monitoring,  training  and  technical  assistance,  health  care 
financing  advocacy,  and  innovation  to  better  serve  children  with  special  health  care 
needs.  Their  intent  was  to  design  a  public  role  that  complements  that  of  the  private 
sector.  Related  to  innovation,  Project  SERVE  calls  for: 

"...the  development  of  an  administrative  structure  which  can  efficiently  process  the 
contracts  and  disburse  the  funds. ...It  is  important  to  develop  relationships  with  the 
private  sector  so  that  these  funds  for  innovation  have  an  impact  both  on  the 
Division's  policies  and  on  the  policies  and  practices  of  the  major  providers  of  care. 
Project  SERVE  now  has  information  about  the  full  range  of  multiple  funding  sources 
to  offer  necessary  services  by  subcontracting  arrangements  to  public  and  private 
providers." 

3.  State  Models 

The  following  models,  implemented  without  the  use  of  waivers,  demonstrate 
coordinated  public/private  initiatives,  child  health  infrastructures,  age-specific  EPSDT 
components,  and  targeted  out  reach. 

•     Tennessee's  Medical  Home  Project: 

With  the  support  of  the  Tennessee  Medical  Association,  the  state  chapter  of  the 
American  Academy  of  Pediatrics,  the  Department  of  Health  and  Environment  (DHE),  and 
the  Governor's  Healthy  Children  Initiative,  the  state  created  a  private/public  "Medical 
Home  Concept."  According  to  Governor  Lamar  Alexander  of  Tennessee:  "By  the  end  of 
my  term  (December  1986)  every  child  in  Tennessee  up  to  6  years  of  age  will  have  a 
Medical  Home." 

A  medical  home  in  the  private  sector  has  been  identified  for  as  many  young 
Medicaid-eligible  and  indigent  children  as  possible.  For  those  areas  without  pediatric 
coverage,  children  are  "homed"  by  the  Department  of  Health  and  Environment's  Primary 
Care  Clinics  with  24  hour  and  in-hospital  coverage  back-up  by  the  University  of 
Tennessee  Medical  Units  and  private  physician  assistance.  Local  health  department 
personnel  provide  outreach  and  follow-up  to  these  children  and  private  physicians  provide 
EPSDT  and  related  services. 
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Participating  in  this  public/private  partnership  is  the  private,  the  public,  the 
hospital-based  and  the  academic  sectors.  According  to  Dr.  Hays  Mitchell,  Chairman  of 
Tennessee's  Medical  Home  Subcommittee,  "in  1979,  only  4  pediatricians  participated  in 
Medicaid  and  EPSDT.  Seven  years  later  that  number  is  over  400."  Critical  to  the  success 
of  this  effort  was  not  only  the  development  of  a  broad  coalition,  but  also  changes  in  the 
EPSDT  examination  package,  the  periodicity  schedule,  and  comparable  reimbursement  to 
that  of  private  patients. 

A  federal  grant  has  also  been  obtained  to  examine  if  this  system  makes  a  difference 
in  terms  of  decreased  fragmentation  of  care,  and  reduced  E.R.  visits,  hospitalizations,  and 
costs.  The  Tennessee  DHE  and  the  AAP  Chapter  will  also  determine  if  the  "Medical 
Home"  Project  increases  access  to  care,  patient  and  provider  satisfaction,  and 
public-private  collaboration. 

As  part  of  this  grant,  the  following  target  children  under  5  will  be  selected  for 
participation:  1)  those  who  receive  no  health  care,  2)  those  who  receive  fragmented  and 
poorly  coordinated  health  care,  and  3)  those  who  receive  the  bulk  of  their  health  care 
from  the  health  department.  These  children  will  receive  at  least  some  of  the  care  from  a 
private  physician  living  in  their  community  and  some  from  the  local  health  department. 

This  demonstration  project  will  be  exploring  a  range  of  collaborative  and  resource 
sharing  opportunities.  For  example,  the  private  physician  provides  acute  care  for  a  health 
department  patient  in  return  for  the  health  department's  providing  home  visits  to  patients 
or  health  education  classes  in  the  clinic. 

•  West  Virginia's  Pediatric  Health  Services: 

West  Virginia's  Department  of  Health  Policy  has  created  a  single  integrated  system 
of  Pediatric  Health  Services  that  uses  the  same  protocols  for  both  Medicaid  and  low 
income  non-Medicaid  children  in  their  local  clinics.  All  non-Medicaid  funded  projects  for 
children  are  funneled  through  this  system  to  reduce  the  distinction  between  EPSDT  and 
non-Medicaid  services. 

•  New  York's  Child/Teen  Health  Plan: 

New  York's  EPSDT  program  (called  CHAP)  was  restructured  in  1983  to  a)  reduce 
program  complexity,  b)  identify  those  children  most  in  need  of  services  by  designating 
priority  populations  for  outreach,  c)  assure  comprehensive  and  continuous  care  by 
designing  EPSDT  components  for  children  ages  0-5,  another  for  6-12  year  olds,  and  a  Teen 
Health  plan  for  adolescents  ages  13-20,  and  d)  encourage  prenatal  care  through  expedited 
eligibility  determinations  for  newborns  of  mothers  receiving  Medicaid  and  home  health 
visits  for  high  risk  infants. 

Children  defined  as  most  in  need  of  services  were:  children  from  birth  through  5  with 
no  paid  claims  in  a  12-month  period,  newborns  and  high  risk  infants,  pregnant  teens,  and 
children  with  inappropriate  patterns  of  care  —  e.g.,  excessive  numbers  of  emergency 
room  visits. 

•  Maryland's  EPSDT  Targeted  Outreach  and  Case  Management: 

Instead  of  contracting  with  a  private  company,  Maryland  now  contracts  with  its  local 
health  departments  (LHDs)  to  provide  targeted  outreach  and  case  management  to  children 
at  highest  risk  for  morbidity.  In  addition,  the  LHDs  are  responsible  for  scheduling 
appointments  and  assuring  transportation  for  those  requesting  such  services.  Those 
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considered  in  greatest  need  of  follow-up  are:  eligible  children  under  5  who  have  not 
received  EPSDT  services  in  the  past  year,  children  eligible  for  WIC  benefits,  children 
living  in  areas  with  elevated  infant  mortality  rates  and  a  greater  than  average  incidence 
of  reportable  or  preventable  diseases  or  child  abuse,  teens  using  family  planning  services 
and  pregnant  teens,  high  risk  infants,  children  in  day  care  settings,  and  chronically  ill 
children  at  risk  for  institutionalization. 

Combining  EPSDT  with  other  LHD  funds  is  expected  to  generate  more  integrated 
pediatric  services  for  all  low  income  children  and  to  more  effectively  use  the  EPSDT 
funds  for  Medicaid  children  while  leaving  the  remaining  LHD  funds  to  cover  more 
uninsured  low  income  children. 

4.  Evidence  of  Cost-Effectiveness 

The  following  summary  reviews  what  is  known  about  the  cost-effectiveness  of 
preventive  child  health  care,  the  costs  of  providing  such  care,  and  outcomes  resulting 
from  continuous  child  health  care. 

Despite  the  findings  described  below,  few  analysts  are  satisfied  with  the  state-of-art 
in  measuring  cost-effectiveness  of  health  interventions  for  children.  Because  children  are 
relatively  healthy,  it  is  difficult  and  probably  inappropriate  to  measure  effectiveness  in 
terms  of  deaths  or  diseases  averted.  Instead,  examining  the  maintenance  of  health  and 
well-being  appears  to  be  more  relevant.  Just  as  with  prenatal  care,  it  is  not  easy  to 
simply  cost  out  an  intervention  like  a  child  health  supervision  visit  and  monetize  its 
effect.  Information  on  the  specific  content  of  care,  because  it  varies  with  each  visit  and 
with  each  different  child,  is  unavailable.  In  addition,  the  long-term  impact  of  continuity 
of  care  has  not  been  adequately  evaluated.  Most  of  the  studies  in  the  cost-effectiveness 
literature  examine  only  short-term  effects,  which  again  for  children  may  be  difficult  to 
ascertain.  With  these  caveats,  the  following  summarizes  the  cost-effectiveness  data 
related  to  pediatric  health  care. 

Various  studies  have  found  that: 

•  For  every  dollar  spent  on  the  Childhood  Immunization  Program,  $10  was  saved  in 
later  medical  costs  (Centers  for  Disease  Control). 

•  The  Ohio  Department  of  Public  Welfare  found  annual  Medicaid  savings  of  $250 
per  EPSDT  participant  compared  to  other  children  on  Medicaid  (HCFA's  1984 
EPSDT  Annual  Report). 

•  A  Michigan  study  found  the  overall  costs  for  EPSDT  children  were  lower  than  for 
other  Medicaid  children  even  when  the  administrative  costs  were  factored  in 
(Public  Health  Reports,  1984). 

•  North  Carolina  found  the  annual  costs  per  EPSDT  children  were  $30  lower  than 
for  Medicaid  children  (HCFA's  1984  EPSDT  Annual  Report). 

To  determine  the  insurance  costs  for  the  AAP's  recommended  schedule  of  preventive 
care  for  children  from  birth  to  age  21,  the  American  Academy  of  Pediatrics  in  March  of 
1983  hired  a  certified  independent  actuary.  Working  with  data  from  a  national 
corporation  with  46,000  employees  and  fee  information  from  40  pediatric  practices  in  29 
states,  the  cost  was  calculated  to  average  $2.28  per  month  per  family  for  full  first  dollar 
coverage  (assuming  100  percent  utilization  of  all  child  health  supervision  services  by 
every  eligible  child). 


-  116  - 


The  AAP  has  also  reported  that  the  total  costs  per  child  for  providing  all  child  health 
supervision  services  required  from  birth  to  age  21  is  about  the  same  as  one  day  in  the 
hospital.  Nancy  Matlin  of  the  AAP  commented  on  the  cost  of  child  health  supervision: 

"The  evidence  reviewed  here  underscores  the  point  that  cost  is  not  and  should 
not  be  an  issue  in  the  movement  toward  insurance  coverage  of  child  health 
supervision  services.  In  place  of  increasing  premiums  for  acute  care, 
preventive  care  presents  a  predictable  and  stable  pattern  of  rates  which  are 
only  a  fraction  of  the  cost  of  acute  care  premiums..." 

Updating  1977  HCFA  data  on  health  care  costs  by  age  groups  (using  the  1983  medical 
care  component  of  the  Consumer  Price  Index),  the  average  medical  bill  (covering  all 
personal  health  care  expenditures)  per  child  in  1983  was  $498,  compared  with  $1,331  for 
persons  19  to  64,  and  $3,601  for  those  65  and  over. 

The  effectiveness  of  preventive  care  for  children  has  best  been  shown  through 
examples  of  infectious  diseases,  orthopedic  problems,  and  vision  and  hearing 
impairments.  At  least  15  studies  by  health  care  experts  found  that  preventive  child 
health  care  has  a  clear,  positive  effect  on  reducing  health  care  utilization  and  improving 
children's  health  (Shadish  et  al,  1981). 

Starfield  and  Budetti  (1985)  summarized  the  evidence  of  medical  care  as  a  modifier 
of  risk  to  children: 

"Providing  better  access  to  appropriate  medical  care  can  improve  the  health 
status  of  poor  children.  Poorer  access  to  care  is  responsible,  at  least  in  part, 
for  the  greater  severity  of  illness  among  poor  as  compared  to  nonpoor  children." 

In  one  of  the  few  evaluations  of  comprehensive  versus  episodic  health  care,  Alpert  et 
al  (1976)  conducted  a  3-year  experiment  with  a  group  of  children  who  had  previously 
received  only  episodic  care.  These  children  were  offered  comprehensive  care,  and  as  a 
result,  were  hospitalized  less,  had  fewer  operations,  fewer  illness  visits,  and  more  child 
health  supervision/preventive  visits. 

Finally,  a  Bipartisan  Staff  Report  of  the  House  Select  Committee  on  Children,  Youth 
and  Families  reported  decreased  neonatal  and  infant  mortality,  and  fewer  abnormalities 
among  children  receiving  EPSDT  benefits. 

Based  on  the  weight  of  the  evidence,  it  is  apparent  that  continuous  child  health 
supervision  services  offer  important  health  benefits  particularly  for  low-income  children 
served  by  Medicaid.  Moreover,  the  minimal  costs  per  child  for  preventive  child  health 
care  further  support  the  notion  that  it  is  possible  to  meet  not  only  access  and  quality 
objectives  but  also  cost  containment  objectives  by  encouraging  low  cost  child  health 
supervision  services. 

VI.  SUMMARY 

Since  Medicaid  is  the  major  public  payer  of  ambulatory  and  hospital  services  for  low 
income  women  and  children,  policies  related  to  benefits  and  delivery  settings  have  major 
significance.  Moreover,  since  over  80  percent  of  AFDC  women  are  in  their  childbearing 
years,  pregnancy-related  services  are  especially  important.  In  addition,  another  7  million 
AFDC  children,  close  to  50  percent  of  whom  are  6  or  under,  are  eligible  for  Medicaid  —  a 
time  when  additional  preventive  services  are  required. 


Keeping  in  mind  the  characteristics  of  the  AFDC  adult  and  child  population,  their 
utilization  patterns,  and  the  literature  on  model  state  programs  and  cost-effectiveness, 
the  following  strategies  could  be  pursued  by  state  Medicaid  officials. 

For  prenatal  care  and  pregnancy  counseling  services,  states  may  want  to  consider: 

•  creating  an  enriched  package  of  prenatal  care  benefits; 

•  expanding  the  content  and  timing  of  pregnancy  counseling  services; 

•  creating  an  infrastructure  to  act  as  the  central  funding  repository  and  referral 
agency  for  AFDC  women; 

•  assessing  the  capacity  of  local  health  departments,  physicians,  nurse  midwives,  and 
Level  2  and  3  hospitals  to  serve  Medicaid-eligible  women; 

•  increasing  obstetricians'/gynecologists'  participation  in  Medicaid;  and, 

•  encouraging  the  use  of  Medicaid  liaison  staff  at  major  health  delivery  sites  used  by 
pregnant  women  to  assist  in  the  application  processing. 

For  pediatric  benefits  and  services,  states  may  want  to  consider: 

•  expanding  the  EPSDT  benefit  package  to  be  consistent  with  current  medical  and 
dental  standards; 

•  designing  different  EPSDT  standards  for  child  subgroups,  such  as  children  ages  0-3, 
adolescents,  chronically  ill  children; 

•  creating  targeted  EPSDT  outreach  strategies  for  children  at  high  risk  for  morbidity 
and/or  high  users  of  health  services  (e.g.,  children  under  5  who  have  not  visited  a 
physician  in  the  past  12  months,  pregnant  adolescents); 

t  expanding  the  role  of  pediatricians  and  family  physicians/general  practitioners  in  the 
continuing  care  of  Medicaid  children  under  EPSDT; 

•  redefining  the  role  of  clinics  in  EPSDT  to  perform  targeted  outreach  and  case 
management,  to  serve  only  those  children  without  a  continuing  care  arrangement,  and 
to  subcontract  with  physicians  to  provide  diagnostic  tests  and  other  services  not 
typically  available  in  physicians'  offices; 

•  creating  an  infrastructure  at  the  local  level  to  better  channel  public  child  health 
funds,  coordinate  care  and  assure  a  basic  minimum  set  of  services. 

The  state  models  that  illustrate  many  of  these  options  often  have  obtained  federal 
waivers.  However,  most  of  these  strategies  can  be  pursued  without  a  waiver  and  with 
only  a  state  plan  change,  particularly  in  light  of  the  recent  COBRA  changes.  In  other 
words,  states  have  many  options  that  would  directly  enhance  access  and  quality  of 
maternal  and  child  health  care  and,  at  the  same  time,  result  in  potential  cost  savings.  The 
February  1986  NGA  policy  statement  concludes: 
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"It  is  in  the  long-term  financial  interest  of  this  nation  to  finance  preventive 
care  to  childbearing  women  and  young  children  with  incomes  below  the  federal 
poverty  level.  Preventive  maternity  and  child  health  care  services  can  reduce 
the  need  for  costly  treatment  services.  The  importance  of  providing 
comprehensive  health  care  services  for  needy  pregnant  women  and  children 
through  the  Medicaid  program  is  underscored  by  the  significant  cost  savings 
which  result  from  the  provision  of  preventive  health  care  services  to  this 
population." 
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APPENDIX  1A:  1985  EPSDT  PROGRAM  INFORMATION 


 PERIODICITY  SCHEDULE 

AGES 

STATES  0-1     1-5    6-12     13-21  TOTAL 
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Missouri 

0 

b 

4 

2 

1  o 

18 

Montana 

4 

5 

2 

3 

14 

Nebraska 

2 

4 

4 

4 

14 

Nevada 

3 

4 

2 

i 

10 

New  Hampshire 

5 

5 

2 

2 

14 

New  Jersey 

5 

3 

3 

2 

13 

New  Mexico 

7 

5 

3 

2 

17 

New  York 

6 

6 

4 

4 

20 

North  Carolina 

6 

5 

2 

3 

16 

North  Dakota 

1 

4 

7 

8 

20 

Ohio 

6 

4 

7 

8 

25 

Oklahoma 

1 

1 

2 

1 

5 

Oregon 

4 

2 

3 

3 

12 

Pennsylvania 

5 

5 

7 

8 

25 

Rhode  Island 

4 

5 

4 

3 

16 

South  Carolina 

4 

5 

2 

3 

14 

South  Dakota 

6 

3 

2 

2 

13 

Tennessee 

6 

4 

2 

3 

15 
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Texas 

4 

4 

1 

2 

11 

Utah 

3 

5 

2 

2 

12 

Vermont 

6 

4 

2 

3 

15 

Virginia 

5 

4 

3 

2 

14 

Washington 

6 

4 

7 

8 

25 

West  Virginia 

5 

6 

7 

3 

21 

Wisconsin 

3 

3 

3 

3 

12 

Wyoming 

2 

2 

1 

5 

1.  Source:  Children's  Defense  Fund  Survey  reported  in  "The  Early  and  Periodic 

Screening,  Diagnosis  and  Treatment  Program:  Reconciling  Child 
Health  Goals  with  Medicaid  Realities"  by  Rosenbaum  and  Johnson, 
Unpublished  Paper,  1985. 

2.  Source:  AAP's  Guidelines  for  Health  Supervision  for  the  "Care  of  Children 

who  are  receiving  competent  parenting  have  no  manifestations  of 
important  health  problems,  and  are  growing  and  developing  in 
satisfactory  fashion."  (See  attached  Appendix  IB.) 
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APPENDIX  1B: 


GUIDELINES  FOR  HEALTH  SUPERVISION 


Each  child  and  family  is  unique,  therefore  these  Guidelines  for 
Health  Supervision  of  Children  and  Youth1  are  designed  for 
the  care  of  children  who  are  receiving  competent  parenting,  have 
no  manifestations  of  any  important  health  problems,  and  are 
growing  and  developing  in  satisfactory  fashion.  Additional  visits 
may  become  necessary  if  circumstances  suggest  variations 
from  normal.  These  guidelines  represent  a  consensus  by  the 
Committee  on  Practice  and  Ambulatory  Medicine,  in  consultation 
with  the  membership  of  the  American  Academy  of  Pediatrics 


through  the  Chapter  Chairmen. 

The  Committee  emphasizes  the  great  importance  of  continuity 
of  care  in  comprehensive  health  supervision2  and  the  need  to 
avoid  fragmentation  of  care3. 

A  prenatal  visit  by  the  parents  for  anticipatory  guidance  and 
pertinent  medical  history  is  strongly  recommended. 
Health  supervision  should  begin  with  medical  care  of  the  new- 
born in  the  hospital. 


INFANCY 

EARLY  CHILDHOOD 

LATE  CHILDHOOD 

ADOLESCENCE 

AGE4 

By  1 
mo 

2 
mos 

4 

mos 

6 
mos 

9 

mos 

12 
mos 

15 

mos 

18 

mos. 

24 

mos. 

3 

yrs 

4 

yrs 

5 

yrs 

6 

yrs 

8 

yrs 

10 

yrs. 

12 

yrs 

14 

yrs. 

16 

yrs. 

18 

yrs 

20+ 
yrs 

HISTORY 

Initio  l/lntpr*vp*l 

II  II  LI  Q 1  /  II  IIC  VCll 

MEASUREMENTS 

Height  and  Weight 

Head  Circumference 

Blood  Pressure 

SENSORY  SCREENING 

Vision 

s 

s 

s 

s 

s 

s 

s 

s 

s 

0 

o 

0 

0 

0 

s 

0 

0 

s 

0 

0 

Hearing 

s 

s 

s 

s 

s 

s 

s 

s 

s 

s 

0 

o 

ss 

S5 

S5 

0 

s 

s 

0 

s 

DEVEL./BEHAV. 

PHYSICAL  EXAMINATION7 

PROCEDURES8 

Hered. /Metabolic 
Screening9 

• 

Immunization10 

• 

• 

• 

• 

• 

• 

• 

Tuberculin  Test 

• 

11 

11 

11 

-  •  - 

-  •  - 

Hematocrit  or  Hemoglobin12 

-  •  - 

-•  - 

-  •  - 

-  •  - 

Urinalysis13 

-•- 

-•- 

-  •  - 

-  •  - 

ANTICIPATORY 
GUIDANCE4 

INITIAL  DENTAL 
REFERRAL15 

• 

1 .  Committee  on  Practice  and  Ambulatory  Medicine,  1 981 . 

2.  Statement  on  Continuity  of  Pediatric  Care,  Committee  on  Standards 
of  Child  Health  Care,  1 978. 

3  Statement  on  Fragmentation  of  Pediatric  Care,  Committee  on  Stan- 
dards of  Child  Health  Care,  1 978. 

4.  If  a  child  comes  under  care  for  the  first  time  at  any  point  on  the 
Schedule,  or  if  any  items  are  not  accomplished  at  the  suggested  age, 
the  Schedule  should  be  brought  up  to  date  at  the  earliest  possible 
time. 

5.  At  these  points,  history  may  suffice;  if  problem  suggested,  a  standard 
testing  method  should  be  employed. 

6.  By  history  and  appropriate  physical  examination;  if  suspicious,  by 
specific  objective  developmental  testing. 

7.  At  each  visit,  a  complete  physical  examination  is  essential,  with  infant 
totally  unclothed,  older  child  undressed  and  suitably  draped. 

8.  These  may  be  modified,  depending  upon  entry  point  into  schedule 
and  individual  need. 

9.  PKU  and  thyroid  testing  should  be  done  at  about  2  wks.  Infants 
initially  screened  before  24  hours  of  age  should  be  rescreened. 

10.  Schedule(s)  per  Report  of  Committee  on  Infectious  Disease,  ed.  18. 
1982. 

Key:  •  =  to  be  performed;  S  =  subjective,  by  history;  0  =  objective,  by  a  standard  testing  method. 


1 1 .  The  Committee  on  Infectious  Diseases  recommends  tuberculin  testing 
at  12  months  of  age  and  every  1-2  years  thereafter.  In  some  areas, 
tuberculosis  is  of  exceedingly  low  occurrence  and  the  physician  may 
elect  not  to  retest  routinely  or  to  use  longer  intervals. 

12.  Present  medical  evidence  suggests  the  need  for  reevaluation  of  the 
frequency  and  timing  of  hemoglobin  or  hematocrit  tests.  One  deter- 
mination is  therefore  suggested  during  each  time  period.  Performance 
of  additional  tests  is  left  to  the  individual  practice  experience. 

13.  Present  medical  evidence  suggests  the  need  for  reevaluation  of  the 
frequency  and  timing  of  urinalyses.  One  determination  is  therefore 
suggested  during  each  time  period.  Performance  of  additional  tests 
is  left  to  the  individual  practice  experience. 

14.  Appropriate  discussion  and  counselling  should  be  an  integral  part  of 
each  visit  for  care. 

15.  Subsequent  examinations  as  prescribed  by  dentist. 

N  B   Special  chemical,  immunologic,  and  endocrine  testing  are 

usually  carried  out  upon  specific  indications.  Testing  other  than  newborn 
(e.g.,  inborn  errors  of  metabolism,  sickle  disease,  lead)  are  discretionary 
with  the  physician. 
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Chapter  5 


THE  MANAGEMENT  OF  MEDICAID  INPATIENT  HOSPITAL  EXPENDITURES 

By 

Lawrence  Bartlett 

I.  OVERVIEW 

To  fully  assess  the  options  available  to  state  officials  for  managing  Medicaid 
inpatient  hospital  expenditures,  it  is  necessary  to  first  view  this  benefit  from  the 
perspectives  of: 

-  the  overall  delivery  system; 

-  the  Medicaid  program; 

-  the  hospital;  and 

-  the  Medicaid  recipient.* 

A.    The  Delivery  System 

Within  the  overall  health  care  delivery  system,  the  hospital  maintains  a  relatively 
high  profile.  In  1985,  for  example,  it  has  been  estimated  that  almost  $168  billion  was 
spent  on  hospital  care  nationwide  (Health  Care  Financing  Administration,  1985).  This 
represented  nearly  half  of  all  expenditures  for  personal  health  care  services  made  during 
that  year.  Not  only  do  hospital  services  represent  a  major  portion  of  total  health  care 
spending,  but,  until  recently,  increases  in  expenditures  for  these  services  have  been  one  of 
the  major  driving  forces  behind  spiralling  health  care  costs. 

Not  surprisingly,  cost  containment  efforts  undertaken  in  the  1980's  have  focused  on 
reducing  the  substantial  amount  spent  on  hospital  care.  Private  sector  initiatives  include 
the  establishment  of  new  coverage  policies  and  reimbursement  methods  that  seek  to 
reduce  the  use  of  and/or  the  amount  paid  for  hospital  care.  They  also  emphasize  the 
development  of  new  delivery  mechanisms  such  as  preferred  provider  organizations  (PPOs) 
and  health  maintenance  organizations  (HMOs)  which  also  focus  on  reducing  hospital 
expenditures. 

These  activities  appear  to  have  registered  at  least  a  short  term  success.  Coupled 
with  public  sector  initiatives  and  a  decline  in  economy-wide  inflation  rates,  they  resulted 
in  only  a  6.3  percent  growth  in  hospital  expenditures  from  1984  to  1985.  Growth  between 
1983  and  1984  (6.1%)  represented  the  smallest  increase  in  the  past  19  years  (Health  Care 
Financing  Administration,  1985).  Decreased  utilization  certainly  played  a  role  in  this 
slowdown,  with  all  measures  of  community  hospital  use  —  admissions,  patient  days,  and 
lengths  of  stay  —  showing  1984  levels  below  those  of  the  previous  year. 


*  This  chapter  focuses  primarily  on  strategies  for  management  of  Medicaid  inpatient 
hospital  expenditures.  Policies  directly  related  to  hospital  outpatient  department  and 
emergency  room  care  are  also  addressed  insofar  as  they  would  affect  the  transfer  of 
services  from  an  inpatient  basis  to  these  settings.  Other  policies  concerning  hospital 
based  ambulatory  services  will  also  be  discussed  in  the  Chapter  7  on  Physician 
Reimbursement  and  Chapter  8  on  Alternative  Financing  and  Delivery  Systems. 
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B.    The  Medicaid  Program 


Like  other  health  care  purchasers,  hospital  care  has  been  a  substantial  contributor  to 
the  size  of  state  Medicaid  budgets.  Nationwide,  total  federal  and  state  payments  for 
inpatient  hospital  care  totalled  over  $9.4  billion  in  federal  fiscal  year  1985,  or  over  one 
quarter  of  all  Medicaid  vendor  payments  (Health  Care  Financing  Administration,  1985). 
This  amount  is  second  in  size  only  to  nursing  home  expenditures.  In  the  same  year, 
Medicaid  payments  for  care  rendered  in  hospital  outpatient  departments  or  emergency 
rooms  accounted  for  an  additional  $1.8  billion.  On  a  state-by-state  basis,  the  portion  of 
total  Medicaid  payments  going  to  inpatient  care  in  general  hospitals  varies  widely,  ranging 
in  fiscal  1984  from  a  low  of  13  percent  in  New  Hampshire  to  a  high  of  38  percent  in 
California.  In  general,  states  like  California  with  high  proportionate  hospital  expenditures 
tend  to  have  low  proportionate  nursing  home  expenditures  and  vise  versa. 

As  has  been  the  case  with  all  other  payers,  hospital  payments  historically  have 
contributed  significantly  to  the  growth  in  Medicaid  programs  expenditures.  Between 
1977  and  1983  overall  Medicaid  costs  doubled,  increasing  from  $16.2  billion  to  $32.4 
billion  (see  Table  1).  During  the  same  period,  inpatient  hospital  payments  grew  almost  as 
rapidly,  increasing  by  93  percent  (Health  Care  Financing  Administration,  1985). 

TABLE  1 

Growth  in  Inpatient  Hospital  Spending;  Medicaid,  Medicare,  National 

1977  -  1985 

Type  of  Payment 

Medicaid  Total 


Total  Medicaid 

Inpatient 
Hospital 

Medicare 
Hospital 

National 
Hospital 

Year 

($000s) 

%  Growth 

($000s)         %  Growth 

%  Growth 

%  Growth 

1977 

16,239 

4,562 

1978 

17,992 

10.8 

4,992 

9.4 

12.4 

11.9 

1979 

20,472 

13.8 

5,655 

13.3 

16.7 

14.1 

1980 

23,311 

13.9 

6,412 

13.4 

21.8 

16.5 

1981 

27,204 

16.7 

7,194 

12.2 

20.7 

16.4 

1982 

29,399 

8.1 

7,669 

6.6 

16.6 

14.2 

1983 

32,391 

10.2 

8,813 

14.9 

9.7 

10.5 

1984 

33,891 

4.6 

8,848 

.004 

8.0 

6.1 

1985 

37,473 

10.6 

9,456 

6.9 

10.7 

6.3 

Change,  1977 

-  85 

130.8% 

107.3% 

194.9% 

146.3% 

Source:  Office  of  the  Actuary,  Health  Care  Financing  Administration,  and  "National 
Health  Expenditures  -  1984,"  HCFA  Review,  Vol.  7,  No.  1,  Fall  1985;  and  unpublished 
data.  (Data  for  1985  are  preliminary.  For  Medicaid,  data  are  presented  for  federal  fiscal 
years;  all  others  are  on  a  calendar  year  basis.) 

However,  over  the  two  year  period  between  1983  and  1985,  the  rate  of  growth  for  both 
overall  Medicaid  expenditures  and  for  Medicaid  inpatient  hospital  care  dropped 
substantially.  Total  program  payments  increased  only  15.7  percent  (or  and  average  of  7.6 
percent  per  year),  while  hospital  expenditures  increased  only  7.3  percent  (or  3.6  percent 
per  year).  Remarkably,  Medicaid  hospital  spending  between  1983  and  1984  increased  less 
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than  one  half  of  one  percent  (Health  Care  Financing  Administration,  1985).  Similar 
decreases  in  rate  of  hospital  expenditure  growth  occurred  in  the  Medicare  program  and 
nationally  over  the  last  two  years.  While  some  part  of  this  reduced  growth  in  hospital 
payments  may  reflect  the  overall  slowdown  in  hospital  utilization,  certainly  a  major 
portion  can  be  attributed  to  the  actions  taken  by  states  that  are  described  in  this 
chapter.  In  fact,  many  of  these  approaches  served  as  models  for  private  sector  purchasers 
as  well  as  for  other  states'  Medicaid  programs. 

C.  The  Hospital 

Unlike  Medicare,  which  is  responsible  for  approximately  40  percent  of  all  hospital 
revenues  nationwide,  Medicaid  accounts  for  only  about  10  percent  of  all  hospitals' 
revenues.  In  some  states  such  as  Utah,  Medicaid's  share  of  the  hospital  market  is 
substantially  under  this  national  norm.  In  general,  its  small  market  share  limits  the  effect 
Medicaid  policies  can  have  on  changing  hospital  behavior  industry-wide. 

However,  the  drop  in  utilization  levels  experienced  by  many  hospitals  as  a  result  of 
public  and  private  cost  containment  initiatives  has,  in  many  cases,  made  Medicaid  (as  well 
as  an  any  other  payer)  a  more  important  revenue  source.  In  addition,  on  an  individual 
hospital  basis,  Medicaid's  relative  market  strength  may  vary  substantially.  While  some 
for-profit  hospitals  may  not  accept  any  Medicaid  patients,  other  facilities  such  as 
children's  hospitals  which  serve  a  population  which  has  greater  access  to  Medicaid 
coverage  through  AFDC  eligibility,  may  receive  one-quarter  or  more  of  their  revenues 
from  Medicaid.  Changes  in  Medicaid  policies  therefore  may  not  result  in  dramatic 
industry-wide  changes  in  hospital  behavior,  but  they  can  affect  Medicaid  patients'  access 
to  hospital  care  in  two  ways.  First,  overly  restrictive  policies  can  influence  the  general 
willingness  of  hospitals  to  treat  Medicaid  patients.  Second,  state  policies  can  have  a 
much  more  significant  and  direct  financial  affect  on  those  facilities  for  which  Medicaid 
patients'  represent  a  substantial  portion  of  their  total  patient  caseload.  Many  of  these 
facilities  may  also  shoulder  a  substantial  uncompensated  care  burden  due  to  the 
unreimbursed  care  they  provide  to  other  low-income  populations.  Overly  restrictive 
Medicaid  coverage  or  reimbursement  policies  could  threaten  the  long-range  financial 
viability  of  these  facilities  and  further  exacerbate  the  access  problems  faced  by  both 
Medicaid  recipients  as  well  as  the  poor  uninsured  population. 

D.  The  Medicaid  Recipient 

A  state's  Medicaid  policies  can  have  a  profound  affect  on  program  recipients'  ability 
to  receive  needed  care.  The  two  most  salient  characteristics  of  inpatient  hospital  care  — 
its  frequently  critical  nature  and  its  invariably  high  cost  —  bring  the  potential 
cost/quality/access  tradeoffs  of  program  policies  affecting  this  service  into  boldest 
relief.  Policies  that  allow  inpatient  treatment  of  conditions  that  could  be  cared  for  in  a 
much  lower  cost  ambulatory  setting  expend  scarce  program  dollars  that  could  be  used  to 
fund  prenatal  care,  preventive  services  for  children  or  other  priority  services. 
Conversely,  non-coverage  or  limited  coverage  of  medically  necessary  hospital  care  could 
place  patients  in  situations  that  threaten  their  health  and  welfare  or  impose  substantial 
financial  hardship  on  hospitals  that  do  provide  care  for  these  patients.  It  should  be  noted 
that  it  is  not  just  Medicaid's  hospital  policies  that  affect  recipients'  use  of  inpatient 
hospital  services.  The  program's  policies  concerning  other  services,  particularly 
ambulatory  care  services,  also  influence  the  demand  for  hospital  care.  In  many  states, 
low  physician  reimbursement  rates  have  resulted  in  substantial  numbers  of  physicians 
refusing  to  accept  Medicaid  recipients.   This  access  barrier  results  in  a  greater  demand 
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for  hospital  care  in  two  ways.  First,  many  Medicaid  recipients  unable  to  see  a  private 
physician  have  come  to  rely  on  hospital  outpatient  departments  or  emergency  rooms  — 
relatively  expensive  settings  compared  to  a  physicians'  office  -  as  their  main  sources  of 
primary  care.  Secondly,  because  of  the  difficulty  they  encounter  in  seeing  a  physician, 
recipients  may  put  off  receiving  ambulatory  care  for  a  condition  until  it  has  progressed  to 
the  point  where  an  expensive  hospitalization  is  the  only  treatment  option. 

In  summary,  hospital  care  represents  a  very  important  Medicaid  service  both  because 
of  its  high  cost  and  the  critical  role  it  plays  within  the  continuum  of  patient  care.  Policy 
efforts  to  manage  program  expenditures  in  this  area  require  a  careful  balance  to 
eliminate  inappropriate  utilization  of  these  expensive  resources,  promote  efficiency 
within  the  hospitals  themselves,  ensure  the  quality  of  services,  and  maintain  access  to 
medically  necessary  hospital  care.  The  next  section  describes  the  options  states  can  and 
have  selected  in  an  effort  to  achieve  this  balance. 

II.  STATE  POLICY  ALTERNATIVES 

In  general,  a  state  can  manage  its  Medicaid  hospital  expenditures  through  its  policies 
concerning: 

the  way  it  reimburses  hospitals;  and 

the  way  it  controls  the  type  and  utilization  of  care  provided  in  hospitals. 

The  policy  options  falling  within  each  of  these  general  categories  are  described  below. 
Much  of  the  information  on  specific  state  examples  was  gathered  from  the  Catalogue  of 
State  Medicaid  Program  Changes,  1984-1985. 

A.  Inpatient  Hospital  Reimbursement  Policies 

Improvements  in  the  way  Medicaid  programs  reimburse  hospitals  for  the  care  they 
provide  have  offered  the  greatest  potential  in  recent  years  for  managing  hospital 
expenditures.  This  is  due  to  the  fact  that,  until  recently,  the  inefficient  way  in  which 
federal  requirements  forced  most  state  Medicaid  programs  to  pay  for  inpatient  hospital 
care  was  a  major  contributor  to  the  growth  of  hospital  costs. 

Prior  to  1981,  unless  a  state  received  special  federal  waivers,  its  Medicaid  program 
was  required  to  pay  hospitals  for  their  "reasonable"  costs,  employing  the  same  definitions 
and  criteria  then  used  in  the  federal  Medicare  program.  Under  this  approach,  hospitals 
were  reimbursed  retrospectively  for  the  costs  they  incurred. 

This  cost-based  method  was  attractive  to  hospitals  and  did  improve  access  to  hospital 
care  for  both  Medicaid  and  Medicare  beneficiaries.  At  the  same  time,  however,  it 
provided  no  incentives  for  hospitals  control  their  costs  or  provide  care  in  the  most 
efficient  manner.  Because  the  option  of  developing  more  efficient  reimbursement 
systems  was  effectively  closed  to  most  states  during  the  1970's,  a  number  of  states  moved 
first  to  limit  Medicaid  hospital  expenditures  through  other  means,  such  as  establishing 
prior  authorization  requirements  or  limiting  the  number  of  hospital  days  that  Medicaid 
would  cover. 

The  fiscal  pressures  caused  by  the  recession  in  the  early  1980s  resulted  in  a  series  of 
events  that  lifted  this  restriction  on  state  Medicaid  hospital  reimbursement  policies. 
During  this  period,  the  federal  government  moved  to  both  reduce  the  amount  of  funds  it 
provided  to  states  to  finance  their  Medicaid  programs  and  to  provide  states  the  greater 
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flexibility  they  sought  to  operate  these  programs  effectively.  Section  2173  of  the  1981 
Omnibus  Budget  Reconciliation  Act  (OBRA)  (P.L.  97-35)  removed  the  requirement  that 
state  Medicaid  programs  use  Medicare's  cost-based  reimbursement  principles  to  pay  for 
hospital  care.  Instead,  states  were  allowed  to  establish  their  own  reimbursement  systems, 
provided  that  the  rates  they  paid: 

were  sufficient  to  cover  the  costs  incurred  by  an  efficient  and  economically 
operated  facility;  and 

gave  consideration  to  hospitals  serving  a  "disproportionate"  share  of  poor  patients. 

In  addition,  HCFA  regulations  implementing  OBRA  said  that  state  systems  could  not 
resulted  in  overall  inpatient  hospital  spending  that  wasn't  greater  than  the  amount  that 
would  be  paid  if  Medicare  reimbursement  principles  were  used. 

Most  states  responded  positively  to  this  new  flexibility  and  moved  to  redesign  their 
Medicaid  hospital  reimbursement  methodologies.  The  current  array  of  state  Medicaid 
hospital  reimbursement  policies  can  be  divided  into  two  broad  categories: 

Prospective  systems;  and 

Retrospective  systems. 

Most  of  the  new  reimbursement  systems  designed  by  states  are  "prospective"  systems. 
That  is,  they  establish  payment  levels  in  advance  of  the  time  when  the  service  is  provided 
and  do  not  involve  any  subsequent  financial  settlements  between  the  state  and  the 
hospitals  that  attempt  to  reconcile  final  payment  levels  with  the  actual  cost  of  providing 
care.  These  prospective  systems  can  be  contrast  to  "retrospective"  systems  that,  to  some 
extent,  tie  program  payment  levels  for  individual  patients  of  individual  hospitals  with  the 
actual  costs  of  caring  for  patients. 

In  general,  prospective  payment  systems  can  offer  states  better  control  over  hospital 
expenditures  and  provide  stronger  incentives  for  hospitals  to  behave  efficiently. 

Past  these  two  points,  the  substantial  variation  that  exists  in  the  design  of  individual 
states'  reimbursement  approaches  make  it  difficult  to  generalize  about  the  relative 
impact  on  access  and  quality  between  broad  categories  of  systems.  For  this  reason,  the 
following  sections  present  a  closer  look  at  the  characteristics  of  the  different 
reimbursement  systems  states  have  designed,  beginning  first  with  the  retrospective 
approaches.  Table  2  categorizes  each  states'  reimbursement  system  according  to  the 
classifications  described  in  these  sections. 

1.     Retrospective  Systems 

Retrospective  Medicaid  reimbursement  systems  may  be  further  divided  into  two 
groups: 

strictly  cost-based  systems;  and 

cost-based  systems  that  include  some  upper  limit  on  payment. 

As  noted  earlier,  at  the  time  P.L.  97-35  was  passed  in  1981,  most  state  Medicaid 
programs  followed  Medicare's  lead  in  paying  for  inpatient  hospital  care  on  a  cost-related 
basis.  Because  this  approach  neither  promotes  efficiency  within  hospitals  nor  contains 
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costs,  states  have  used  the  flexibility  provided  by  this  law  to  search  for  other,  more 
efficient  ways  of  paying  for  hospital  care.  By  1986,  only  seven  states  with  relatively 
small  Medicaid  programs  continue  to  reimburse  hospitals  on  a  purely  cost-related  basis 
(See  Table  2).  In  total,  these  seven  states  accounted  for  approximately  3  percent 
medicaid  hospital  outlays  in  FY  1984  (Health  Care  Financing  Administration,  1985). 

Not  all  the  states  that  moved  from  strict  cost-related  approaches  completely  broke 
the  link  between  individual  hospitals'  costs  and  reimbursement  rates.  Another  seven 
states  operate  systems  that  reimburse  hospitals  on  the  basis  of  actual  costs,  but  —  in  an 
effort  to  introduce  cost  containment  —  also  set  upper  limits  on  the  amount  that  hospitals 
can  receive.  These  limits  are  generally  established  on  a  hospital-specific  basis  by  taking 
costs  in  some  base  year  and  trending  them  forward  using  some  indicator  of  inflation,  such 
as  the  HCFA  hospital  marketbasket  index  (which  measures  national  changes  in  the  price 
of  the  items  used  to  provide  hospital  care). 

The  State  of  Missouri,  for  example,  operates  a  cost-based  reimbursement  system  with 
upper  limits.  Per  diem  payments  are  limited  under  this  system  to  the  lowest  of  the 
following: 

actual  costs; 

prior  year  audited  costs  trended  forward  using  a  state  specific  inflation  factor; 
Medicaid  costs  from  3  years  before  trended  forward;  or 

Medicare  rates  (for  those  hospitals  not  under  Medicare's  DRG  payment  system). 
2.    Prospective  Payment  Systems 

As  indicated  in  Table  2,  most  states  have  opted  to  establish  prospective 
reimbursement  systems  for  Medicaid  inpatient  hospital  services.  As  noted  earlier,  these 
systems  have  proven  attractive  to  states,  particularly  in  contrast  to  strictly  cost-based 
systems,  because  they  can  be  structured  to: 

better  control  program  expenditures; 

increase  the  predictability  of  future  expenditure  levels;  and 

provide  incentives  for  hospitals  to  become  more  efficient  by  allowing  them  to 
keep  as  profit  the  difference  between  payment  levels  and  costs,  if  lower,  and 
conversely,  by  forcing  them  to  absorb  losses  if  the  costs  of  providing  care  exceed 
payment  levels. 

If  properly  designed  and  financed,  prospective  systems  can  achieve  these  goals  without 
necessarily  damaging  either  Medicaid  recipients'  access  to  needed  hospital  care  or  the 
quality  of  the  care  they  do  receive.  However,  it  should  be  noted  that  these  prospective 
systems  are  not  without  potential  negative  aspects  including: 

the  possibility  of  limiting  program  recipients'  access  to  care  or  diminishing  the 
quality  of  care  they  receive  in  hospitals  if  prospectively-determined  rates  are  set 
too  low; 

the  need  for  increased  data  processing  and  staff  support  to  design  and  maintain 
some  of  the  more  complex  prospective  systems;  and 
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Table  2: 

Classification  of  State  Medicaid 
Hospital  Reimbursement  Methodologies 


Retrospective  Prospective 

Cost-Based  Selective 
Cost-Based    With  Limit     Multi-Payer    Trended  DRG-Based  Contracting 
ALABAMA  X 
ALASKA  X 
ARKANSAS  X 

CALIFORNIA  X  X 

COLORADO  X 
CONNECTICUT  X 
DELAWARE  X 

DISTRICT  OF  COLUMBIA  X 
FLORIDA  X 
GEORGIA  X 
HAWAII  X 
IDAHO  X 

ILLINOIS  X  X 

INDIANA  X 

IOWA  X 
KANSAS  X 
KENTUCKY  X 
LOUISIANA  X 
MAINE  X 
MARYLAND  X 
MASSACHUSETTS  X 

MICHIGAN  X 
MINNESOTA  X 
MISSISSIPPI  X 
MISSOURI  X 
MONTANA  X 

NEBRASKA  X 
NEVADA  X 
NEW  HAMPSHIRE  X 

NEW  JERSEY  X  X 

NEW  MEXICO  X 

NEW  YORK  X 

NORTH  CAROLINA  X 

NORTH  DAKOTA  X 

OHIO  X 
OKLAHOMA  X 
OREGON  X 
PENNSYLVANIA  X 
RHODE  ISLAND  X 

SOUTH  CAROLINA  X 
SOUTH  DAKOTA  X 
TENNESSEE  X 
TEXAS  X 

UTAH  X 

VERMONT  X 

VIRGINIA  X 

WASHINGTON  X 

WEST  VIRGINIA  X 

WISCONSIN  X 

WYOMING  X 

TOTAL  7  7  6  20  10  3 

Sources:  Updated  information  from  Korda,  1985;  NGA  State  Medicaid  Information  Center,  1986; 
and  Various  States. 
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the  possibility  of  increasing  program  expenditures  when  moving  from  a 
retrospective  system  with  low  upper  limits. 

The  prospective  payment  systems  which  states  can  adopt  can  be  grouped  into  the  four 
categories: 

Multi-payer  rate  setting  programs; 

Medicaid-specific,  trended  prospective  systems; 

Diagnostic  Related  Group  (DRG)-based  systems;  and 

Selective  contracting  approaches. 

Each  of  these  are  discussed  below. 

•     Multi-Payer  Rate  Setting  Systems 

One  issue  basic  to  the  design  of  a  prospective  payment  system  is  whether  the  focus  of 
the  system  will  be  the  Medicaid  program  or  whether  Medicaid  will  be  included  in  a  system 
that  establishes  rates  for  numerous  payers  such  as  Blue  Cross,  commercial  insurers, 
Medicare  as  well  as  Medicaid.  While  most  states'  reimbursement  systems  apply  only  to 
the  Medicaid  program,  in  several  states  Medicaid  rates  are  set  through  the  same  process 
as  for  other  payers.  For  example,  in  Rhode  Island,  joint  negotiations  are  conducted  for 
setting  Medicaid  and  Blue  Cross  rates  under  the  state's  Maxi-Cap  program.  Maine's  rate 
setting  commission  establishes  payment  levels  for  all  payers  in  the  state  except  Medicare. 

Four  other  states  —  Maryland,  Massachusetts,  New  Jersey,  and  New  York  —  have  had 
federal  waivers  to  include  the  Medicare  program  in  their  all  payer  rate  setting  programs. 
Massachusetts  and  New  York  recently  dropped  their  waivers  rather  than  meet  stringent 
new  federal  regulations,  but  will  continue  to  operate  ratesetting  programs  for  all  other 
payers. 

The  positive  aspects  of  considering  the  inclusion  of  numerous  payers,  including 
Medicaid,  in  a  state's  prospective  payment  system  are  the  following: 

Ratesetting  programs  have  proved  effective  in  controlling  overall  hospital  cost 
increases; 

A  strong  consistent  set  of  incentives  can  be  transmitted  to  hospitals; 

A  multi-payer  system  may  be  used  as  a  vehicle  to  support  hospitals  that  provide 
substantial  uncompensated  care  to  the  uninsured  by  recognizing  these  uncovered 
costs  in  the  rate  setting  process; 

To  the  extent  that  cost  containment  efforts  under  a  rate  setting  systems  do  not 
fall  disproportionately  on  the  Medicaid  program,  recipients'  access  to  hospital 
care  should  not  be  adversely  affected.  Further,  to  the  extent  that  these  systems 
provide  a  mechanism  for  supporting  hospitals  that  provide  care  to  low-income 
populations,  including  Medicaid,  access  may  actually  be  improved  in  the  long  run. 

Off-setting  these  positive  aspects  of  multi-payer  rate  setting  systems  are  the 
following  negative  considerations: 
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Ratesetting  programs  have  been  developed  primarily  in  eastern  states  with  strong 
regulatory  traditions.  In  many  states,  rate  setting  may  be  seen  as  an 
inappropriate  role  for  state  government  and  may  be  strongly  opposed,  not  only  by 
the  hospital  industry,  but  by  other  groups  as  well. 

A  rate  setting  program  may  stifle  private  sector  development  of  other 
competitive,  market-based  financing  and  delivery  arrangements,  such  as 
preferred  provider  organizations  (PPOs).  The  effects  these  alternatives 
approaches  may  have  on  containing  costs  and  improving  quality  of  care  have  not 
yet  been  fully  assessed. 

The  federal  government  has  made  it  very  difficult  for  states  to  obtain  the 
necessary  waivers  to  include  Medicare  in  new  state  rate  setting  systems.  Without 
Medicare  participation,  hospitals  can  be  subject  to  two  different  and  potentially 
inconsistent  sets  of  incentives  and  the  base  over  which  uncompensated  care  costs 
can  be  spread  in  a  rate  setting  program  is  substantially  reduced. 

A  rate  setting  program's  success  is  dependent  on  the  state's  ongoing  political 
commitment  and  on  the  quality  of  program  personnel.  A  state  must  have  staff 
with  strong  analytic  and  technical  expertise  if  the  program  is  to  succeed. 

Thus,  while  a  broad  rate  setting  approach  has  much  to  offer,  there  are  also  a  number 
of  negative  aspects  that  states  must  consider  and  address  if  they  contemplate  the 
adoption  if  such  a  system.  The  remainder  of  this  chapter  returns  to  its  primary  topic  — 
state  Medicaid  programs  -  and  focuses  discussion  on  Medicaid  specific  reimbursement 
systems. 

•     Trended  Prospective  Systems 

The  majority  of  states  have  designed  prospective  systems  that,  in  their  simplest  form, 
establish  rates  based  upon  individual  hospitals'  historical  costs  trended  to  the  present  by 
some  index  of  inflation.  Unlike  the  retrospective  systems  described  earlier,  trended  cost 
figures  for  these  hospitals  represent  not  the  upper  limit  for  reimbursement,  but  the  actual 
payment  level  within  which  hospitals  must  operate. 

These  Medicaid  prospective  payment  systems  differ  substantially  in  a  number  of  design 
features,  including: 

-  maximum  payment  levels; 

-  adjustment  factors;  and 

-  units  of  payment. 

Maximum  Payment  Levels.  Several  states  establish  maximum  payment  levels  for 
individual  hospitals  by  comparing  their  trended  costs  to  those  of  similar  facilities.  For 
example,  under  the  Kentucky  Medicaid  methodology,  a  hospital's  payment  is  based  upon 
its  prior  year's  costs,  trended  forward  to  reflect  anticipated  inflation.  The  maximum 
payment  any  hospital  may  receive,  however,  is  limited  to  no  more  than  105  percent  of  the 
median  costs  for  all  hospitals  in  its  "peer  group",  i.e.,  hospitals  with  similar 
characteristics.  In  Kentucky,  hospitals  of  similar  size  (eg.  0-50  beds)  are  assigned  to  the 
same  peer  group. 
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In  reimbursement  systems  that  use  a  hospital's  most  recent  costs  as  the  basis  for 
establishing  rates,  limiting  reimbursement  to  some  peer  group  standard  (eg.,  mean  cost  or 
median  cost)  serves  to  exert  downward  pressure  on  payments  to  hospitals  with 
higher-than-average  base  year  costs  or  year  to  year  cost  increases. 

Adjustment  Factors.  States'  prospective  payment  systems  may  also  include  several 
different  types  of  adjustment  factors  to  account  for  such  things  as: 

changes  in  volume; 

a  hospital's  caring  for  disproportionately  large  number  of  low-income  patients; 
and/or 

changes  in  the  severity  of  the  cases  a  hospital  treats. 

Prospective  systems  can,  depending  upon  what  unit  of  payment  is  used,  create 
incentives  for  hospitals  to  increase  admissions.  To  help  mitigate  this  effect,  Georgia 
adjusts  for  changes  in  the  number  of  Medicaid  recipients  a  hospital  admits  by  reducing 
payments  for  admissions  that  exceed  a  predetermined  target  number.  Admissions  that  are 
between  100  percent  and  104  percent  of  a  hospital's  target  are  paid  only  50  percent  of  the 
facility's  reimbursement  rate,  while  admissions  in  excess  of  104  percent  of  the  target  are 
reimbursed  at  25  percent  of  the  reimbursement  rate.  North  Carolina  sets  a  target  number 
of  patient  days  only  for  hospitals  with  higher-than-average  costs.  Those  hospitals 
exceeding  their  targets  are  reimbursed  for  their  costs  at  a  reduced  rate. 

It  has  been  documented  that  hospitals  serving  disproportionately  large  numbers  of 
Medicaid  and  other  indigent  patients  tend  to  be  experiencing  a  high  degree  of  fiscal 
stress.  Such  hospitals  may  have  substantial  financial  difficulty  managing  with  Medicaid 
payments  that  are  below  both  their  actual  costs  and  other  payers'  rates.  As  noted  earlier, 
federal  regulations  require  that  a  state's  new  Medicaid  reimbursement  systems  give 
special  consideration  to  hospitals  that  serve  a  disproportionately  high  number  of  low 
income  patients.  Several  states  have  incorporated  specific  adjustments  to  their  basic 
reimbursement  methodologies  to  address  this  requirement.  For  example,  in  the  Kentucky 
system  described  above,  the  maximum  payment  level  for  hospitals  with  patient 
populations  comprised  of  at  least  20  percent  Medicaid  recipients  is  increased  from  105 
percent  of  the  hospital's  peer  group  median  cost  to  120  percent  of  the  median.  Under  the 
North  Carolina  system,  hospitals  in  which  the  combination  of  Medicaid  revenues,  bad 
debts,  and  charity  care  is  greater  than  20  percent  of  gross  patient  revenues  can  be 
considered  for  a  rate  increase  of  up  to  5  percent. 

Case  mix  measures  attempt  to  define,  for  individual  hospitals,  the  average  level  of 
severity  of  that  hospital's  cases  or  patients.  A  hospital  with  a  high  case  mix  serves 
patients  with,  on  average,  more  severe  (and  costly)  needs.  Under  the  New  Mexico 
reimbursement  system  implemented  last  year,  the  state  adjusts  payments  for  changes  in 
the  severity  of  hospitals'  case  mix.  Most  hospitals  are  reimbursed  on  a  per  discharge 
basis,  using  1982  costs  per  discharge  as  a  base  trended  forward  to  account  for  inflation. 
This  trended  per  discharge  amount  is  then  adjusted  to  account  for  changes  in  the  severity 
of  individual  hospital's  case  mix. 

Unit  of  Payment.  Most  Medicaid  trended  prospective  payment  systems  pay  a  certain 
amount  for  each  day  a  Medicaid  recipient  is  in  the  hospital.  However,  the  Georgia  and 
New  Mexico  programs  mentioned  above  shifted  from  this  per  diem  approach  to  paying  on 
a  per  admission  or  discharge  basis.  The  Nevada  program  also  reimburses  on  a  per 
admission  basis. 
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One  reason  for  moving  from  a  patient  day  or  per  diem  based  system  to  a  per  discharge 
system  is  that  the  later  unit  of  payment  helps  to  reduce  unnecessarily  long  lengths  of 
stays  and  provides  an  incentive  for  hospitals  to  treat  cases  as  efficiently  as  possible  in 
order  to  maximize  their  profits. 

Both  Georgia  and  New  Mexico  establish  separate  average  payments  per  admission  for 
each  hospital  in  their  state.  Nevada  establishes  different  rates  based  on  type  of 
admission.  Reimbursement  varies  for  each  of  the  following  four  types  of  admissions: 
general  acute,  maternity,  newborn,  and  neonatal. 

Another  group  of  states  also  reimburse  hospitals  on  a  per  discharge  basis,  but  go  one 
step  further  by  varying  payment  according  to  a  much  more  specific  classification  of 
medical  conditions.  These  systems  are  described  in  the  next  section. 

•     DRG-Based  Systems 

In  1983,  the  federal  Medicare  program  abandoned  its  own  cost-based  reimbursement 
system  and  moved  toward  an  approach  that  classifies  admissions  into  various  categories 
called  diagnosis  related  groups  (DRGs).  This  Medicare  Prospective  Payment  System  (PPS) 
establishes  specific  per  admission  payment  rates  for  each  DRG  category.  Since 
Medicare's  switch  to  this  system,  several  state  Medicaid  programs  have  implemented 
their  own  DRG-based  systems.  These  states  include:  Michigan,  Minnesota,  Ohio,  Oregon, 
Pennsylvania,  South  Carolina,  South  Dakota,  Utah,  and  Washington.  In  addition,  New 
Jersey  operated  a  DRG-based  all-payer  rate  setting  program  even  before  Medicare 
adopted  the  methodology.  Connecticut  and  West  Virginia  are  also  in  the  process  of 
developing  their  own  DRG-based  all-payer  systems. 

Briefly  stated,  these  systems  prospectively  establish  specific  rates  that  will  be  paid 
for  different  categories  of  cases  based  upon  analysis  of  hospital  utilization  and  cost  data. 

DRG-based  reimbursement  systems  possess  the  following  attractive  features: 

they  give  states  more  control  over  Medicaid  hospital  expenditures  than  many 
other  approaches; 

they  provide  hospitals  with  greater  incentives  to  foster  the  efficient  provision  of 
care  than  systems  that  reimburse  hospital  for  smaller  units  of  care,  e.g., 
individual  services,  patient  days,  etc; 

they  extends  the  same  set  of  incentives  offered  to  hospitals  by  Medicare,  a  much 
larger  payer  of  hospital  care,  and  thus  help  to  avoid  extra  staff  and  paperwork  for 
hospitals; 

they  can  fairly  allocate  limited  program  funds  among  hospitals  by  paying  similar 
hospitals  the  same  amount  for  the  same  type  of  case; 

DRGs  do  not  discourage  hospitals  from  admitting  more  seriously  ill/costly 
categories  of  Medicaid  patients  since  payments  vary  by  illness.  This  positive 
incentive  does  not  exist  in  other  systems  that  pay  set  amounts  regardless  of  the 
amount  of  care  a  patient  needs;  and 

they  provide  a  standardized  definition  of  a  set  of  products  in  the  health  care 
system  —  i.e.,  a  hospital  discharge  —  and  allow  for  the  development  of  a 
standardized  data  base  for  policy-making  purposes. 
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The  importance  of  this  last  point  should  not  be  underestimated.  DRG-based  systems 
represent  a  major  step  forward  in  the  ability  of  health  care  purchasers  to  define  the 
products  of  the  health  care  system.  Health  care  policy  makers  and  payers  can  now  be 
more  specific  about  the  products  they  are  purchasing  —  distinguishing,  for  example, 
between  the  costs  for  a  tonsillectomy  and  coronary  bypass  surgery. 

However,  there  are  negative  aspects  of  a  DRG-based  system  —  many  of  which  are 
also  associated  with  other  payment  approaches  as  well  —  that  should  be  noted: 

The  systems  can  provide  hospitals  with  an  incentive  to  increase  admissions,  thus 
creating  the  potential  for  subjecting  Medicaid  recipients  to  unnecessary  hospital 
stays. 

DRGs  provide  a  fixed  payment  for  a  given  admission  and  therefore  provide 
hospitals  with  the  incentive  to  discharge  patients  as  early  as  possible.  This  can 
increase  the  chances  that  a  patient  may  be  denied  necessary  care. 

The  development  of  program-specific  DRG  relative  weights  requires  the  analysis 
of  a  substantial  amount  of  hospital  utilization  and  cost  data.  In  many  states, 
particularly  ones  with  small  Medicaid  programs,  these  data  are  not  available. 

Compared  to  other  payment  approaches  —  particularly  cost-based  systems  —  and 
depending  on  the  level  at  which  rates  are  set,  a  DRG  system  could  affect  the 
financial  stability  of  certain  facilities.  Particularly  vulnerable  are  large  urban 
hospitals  with  heavy  Medicaid  patient  loads  and  sole-provider  rural  hospitals. 

In  states  that  have  already  limited  their  hospital  expenditures  through  such 
methods  as  tight  restrictions  on  the  number  of  covered  hospital  days,  the 
potential  for  DRG-based  systems  to  substantially  reduce  costs  is  lessened. 

In  order  to  address  the  cost  consequences  of  the  first  two  problems  identified  above, 
states  need  to  have  in  place  systems  which  can  closely  monitor  admissions  data  and 
discharge  patterns  so  that  problems  affecting  patient  welfare  can  be  identified. 
Regarding  the  third  point,  clearly  the  development  of  state-specific  Medicaid  DRG  rates 
calls  for  the  analysis  of  a  substantial  amount  of  data  that  may  not  be  available  in  all 
states. 

The  steps  a  state  must  take  to  develop  its  own  DRG  rates  include  the  following: 

First,  individual  cases  that  prior  research  has  found  to  have  similar  resource 
requirements  are  grouped  together.  (Medicare's  PPS  system  uses  468  different 
categories  or  DRGs). 

Second,  a  "relative  weight"  is  then  calculated  for  each  DRG  by  taking  the  ratio  of 
the  average  cost  of  all  cases  in  that  DRG  to  the  average  cost  for  all  cases  in  all 
DRGs. 

Third,  an  average  rate  for  all  Medicaid  admissions  is  calculated,  using  certain 
assumptions  about  overall  utilization  levels  and  projected  budget  expenditures. 
For  example,  if  a  state  allocates  $100  million  to  pay  for  an  anticipated  100,000 
Medicaid  admissions  for  a  year,  the  average  rate  would  be  $1,000  per  admission. 

Fourth,  preliminary  payments  to  hospitals  are  calculated  by  multiplying  the 
average  rate  for  all  admissions  by  the  relative  weight  for  a  particular  DRG. 
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Following  along  in  the  example  above,  a  DRG  with  a  relative  weight  of  .75  would 
result  in  a  reimbursement  to  a  hospital  of  $750. 

Fifth,  reimbursements  to  hospitals  may  be  adjusted  in  order  to  cover  costs  that 
were  not  included  in  calculation  of  the  average  rate.  Items  usually  reimbursed 
through  one  of  these  additions  include:  medical  education  costs,  capital  expenses, 
as  well  as  supplemental  payments  for  hospitals  providing  care  to 
disproportionately  large  number  of  low-income  patients. 

Sixth,  admissions  that  differ  substantially  from  the  average  for  a  DRG  in  terms  of 
cost  or  length  of  stay  are  considered  "outliers"  and  are  paid  on  an  exception  basis. 

Several  states  have  dealt  with  their  own  lack  of  data  by  utilizing  the  weights 
developed  by  the  Medicare  program.  Problems  may  result  from  applying  data  from  a 
program  serving  a  predominately  elderly  population  (Medicare)  to  a  program  covering  a 
substantial  number  of  woman  and  children.  They  can  be  mitigated,  however,  by  the  fact 
that  in  developing  nearly  a  quarter  of  its  DRG  weights,  Medicare  supplemented  its  claims 
information  with  data  for  a  non-elderly  population. 

The  relative  weights  developed  in  some  of  the  earlier  Medicaid  DRG  systems  could 
also  be  used  in  states  lacking  a  sufficient  database  to  develop  their  own  weights.  Several 
states  have  also  attempted  to  minimize  the  adverse  impacts  which  shifting  to  this  new 
reimbursement  system  might  have  on  specific  hospitals  by  setting  DRG  rates  based  upon 
individual  hospital's  historic  costs.  Some  states  use  this  method  as  an  interim  step 
towards  a  DRG  system  based  on  peer  groupings. 

It  should  be  noted  that  one  group,  the  National  Association  of  Children's  Hospitals  and 
Related  Institutions  (NACHRI),  with  funding  from  the  Health  Care  Financing 
Administration  and  the  PEW  Memorial  Trust,  is  studying  and  developing  an  updated  set  of 
DRGs  specific  to  children  (CDRGs).  Children's  hospitals  are  presently  exempted  under 
Medicare's  PPS  system  based  on  the  notion  that  its  classification  system  did  not 
accurately  distinguish  pediatric  case  complexity.  Given  the  significant  difference 
between  Medicare  and  Medicaid  populations,  states  considering  the  development  of  their 
own  DRG  system  may  wish  to  review  the  efforts  of  NACHRI  relating  to  CDRGs.  The 
organization  expects  to  complete  its  work  in  August,  1986. 

For  a  more  thorough  discussion  of  DRGs,  refer  to  Medicaid  DRG  Reimbursement 
Systems:  A  Technical  Guide  for  State  Implementation. 

•     Selective  Contracting 

In  addition  to  granting  state  Medicaid  programs  greater  latitude  in  designing  hospital 
reimbursement  systems,  OBRA  also  provided  states  greater  flexibility  in  determining 
which  hospitals  would  provide  care  to  Medicaid  recipients.  Section  2175  of  the  Act 
authorized  the  granting  of  federal  waivers  to  allow  states  to  require  their  Medicaid 
recipients  to  receive  non-emergency  services  only  from  specified  efficient  and  cost 
effective  providers. 

Without  receiving  a  federal  waiver  to  selectively  contract  with  these  cost-effective 
providers,  Medicaid  recipients  have  the  "freedom  of  choice"  to  receive  care  from  any 
qualified  provider  willing  to  accept  the  program's  reimbursement.  In  addition,  prior  to 
1981,  most  state  Medicaid  programs  were  still  reimbursing  hospitals  on  a  cost  basis.  This 
situation  sometimes  resulted  in  Medicaid  recipients  receiving  relatively  routine  inpatient 
care  from  very  expensive  tertiary  care  facilities  at  a  cost  two  or  three  times  greater  than 
if  the  care  was  rendered  at  a  nearby,  less  expensive  community  hospital. 
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In  structuring  their  selective  contracting  program,  states  can  use  a  competitive  bid  or 
negotiation  process  to  determine  with  which  providers  they  will  contract.  From  a  cost 
management  standpoint,  savings  from  a  selective  contracting  program  for  hospital  care 
can  be  generated  in  two  ways: 

by  shifting  the  provision  of  care  from  high-cost  to  lower-cost  hospitals;  and 

by  reducing  the  amount  paid  to  hospitals  through  the  bidding/negotiation  process. 

These  selective  contracting  arrangements  are  very  similar  in  concept  to  many  of  the 
"preferred  provider  organization"  (PPO)  relationships  that  private  sector  employers  have 
been  developing  with  individual  hospitals  and/or  physician  groups  in  recent  years.  As  with 
private  sector  PPOs,  the  likelihood  that  hospitals  will  bid  at  reduced  rates  for  Medicaid 
patients  is  strongest  in  areas  where  there  is  excess  hospital  capacity  and  low  occupancy 
rates.  In  these  market  areas,  hospitals  are  more  apt  to  compete  for  Medicaid  patients  in 
order  to  maintain  their  share  of  a  shrinking  market  and  to  cover  their  costs. 

In  securing  a  selective  contracting  waiver,  a  state  must  provide  certain  assurances  to 
the  federal  government  in  its  application.  It  must  guarantee  that:  1)  the  providers  with 
which  it  will  contract  meet  state  plan  standards  for  maintaining  access  to  quality  care;  2) 
that  reimbursement  levels  to  be  paid  be  sufficient  to  cover  the  costs  of  an  efficient  and 
economically  operated  facility;  3)  that  providers  be  selected  on  no  basis  other  than  their 
demonstrated  effectiveness  and  efficiency  in  providing  their  services;  and  4)  that  access 
to  emergency  services  not  be  impaired. 

As  with  the  prospective  reimbursement  systems  described  above,  the  impact  a 
selective  contracting  arrangement  will  have  on  Medicaid  recipients'  usual  source  of 
hospital  care  will  depend  heavily  on  the  objectives  and  design  of  the  system.  This  point  is 
perhaps  best  illustrated  by  comparing  the  approaches  of  the  states  that  have  implemented 
selective  contracting  arrangements  for  Medicaid  inpatient  hospital  services  —  California 
and  Illinois.  In  California's  case,  little  change  occurred  in  where  Medicaid  recipients 
received  their  hospital  care.  By  contrast,  in  Illinois,  the  purpose  of  selective  contracting 
was  specifically  to  change  existing  utilization  patterns. 

California.  California  began  its  program  in  1982.  During  the  program's  first  year, 
contract  bidding  and  negotiation  were  handled  through  a  specially-established  negotiator's 
office.  The  state  solicited  bids  from  individual  hospitals  on  an  area-by-area  basis, 
beginning  first  with  the  major  urban  regions.  A  period  of  negotiation  in  each  region 
followed  the  submission  of  the  hospitals'  bid,  after  which  contracts  were  awarded.  At 
first,  several  hospitals  with  substantial  Medicaid  caseloads  were  not  awarded  contracts. 
After  renegotiation,  however,  these  hospitals  did  later  receive  contracts.  In  the  end, 
there  was  relatively  minimal  relocation  of  Medicaid  patients  from  their  usual  source  of 
hospital  care,  and  the  vast  majority  of  hospitals  that  sought  contracts  with  the  state 
actually  received  them. 

Although  there  were  not  a  large  number  of  high-cost  hospitals  that  were  refused 
Medicaid  contracts,  the  California  selective  contracting  program  appears  to  have  resulted 
in  substantial  savings.  First  year  savings  from  the  program  were  estimated  to  be  between 
$140  and  $165  million,  or  about  14  percent  less  than  the  state  had  projected  to  spend  in 
the  absence  of  contracting.  Second  year  savings  are  estimated  to  be  even  greater  — 
between  $218  million  and  $236  million  (Koetting  and  Olinger,  1984).  Remarkably,  total 
expenditures  for  inpatient  hospital  services  have  actually  dropped  since  the  imposition  of 
California's  selective  contracting  system;  from  approximately  $2.0  billion  in  1982  to  $1.6 
billion  in  1985  (state  expenditure  data). 
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Clearly,  the  design  of  the  California  system  allows  for  savings  to  be  derived  through 
reduced  payments  resulting  from  the  bidding/negotiating  process  (Johns  et.  al.,  1983  and 
1984). 

Illinois.  Illinois  established  its  selective  contracting  program  for  Medicaid  inpatient 
hospital  care  in  1984.  This  came  on  the  heels  of  a  reimbursement  system  that  had  already 
resulted  in  substantial  reductions  in  hospital  rates  and  utilization  levels.  However,  the 
state  moved  to  establish  this  program  because  of  its  concern  that  an  excessive  amount  of 
Medicaid  hospital  care  was  being  provided  in  high  cost  facilities.  For  example,  program 
data  indicated  that  half  of  its  hospital  care  was  being  provided  in  hospitals  with  per  diem 
rates  greater  than  $400  and  20  percent  went  to  hospitals  with  daily  rates  in  excess  of  $600 
(Koetting  and  Olinger,  1984). 

Illinois  began  phasing  in  its  program  with  hospitals  in  the  Chicago  area.  Contract 
negotiations  were  begun  in  December, 1984,  with  the  first  contracts  effective  June,  1985. 
A  key  element  with  the  Illinois  Program  was  that  hospitals  were  awarded  contracts  to 
provide  a  specific  number  of  patient  days.  Although  very  few  hospitals  that  previously 
provided  care  to  Medicaid  recipients  were  not  awarded  contracts,  many  hospitals  were 
awarded  contracts  to  provide  a  total  of  Medicaid  patient  days  that  was  substantially 
above  or  below  the  number  they  provided  prior  to  the  contracting  process.  The  Illinois 
system  hopes  to  achieve  savings  by  shifting  Medicaid  utilization  to  lower  cost  providers. 
Subsequent  to  the  program's  implementation  in  the  Chicago  area,  the  state  let  a 
supplementary  contract  for  additional  specialty  care  days  in  that  area. 

Negotiations  also  have  been  completed  in  other  areas  of  the  state  and  have  resulted  in 
Illinois  signing  contracts  with  hospitals  in  Indiana,  Missouri  and  Wisconsin.  A  number  of 
rural  areas  will  not  be  included  in  the  selective  contracting  program  because  of  their 
small  population  size  and  the  lack  of  a  sufficient  number  of  hospitals  to  foster 
competition  for  Medicaid  contracts.  In  these  areas,  it  was  feared  that  not  contracting 
with  certain  hospitals  might  create  access  problems  for  Medicaid  patients. 


These  two  states  represent  the  first  wave  of  inpatient  hospital  selective  contracting 
programs.  In  the  future,  however,  states  may  wish  to  consider  incorporating  some 
elements  of  the  other  prospective  reimbursement  systems  described  above  into  selective 
contracting  arrangements.  For  example,  both  California  and  Illinois  use  the  patient  day 
as  their  contracting  unit.  This  brings  with  it  the  incentive  for  hospitals  to  keep  patients 
longer  than  necessary  and  requires  a  strong  length  of  stay  review  effort.  In  addition,  this 
unit  of  payment  does  not  readily  allow  states  to  use  the  contracting  process  to 
differentiate  among  hospitals  in  terms  of  their  efficiency  or  quality  in  caring  for  different 
types  of  cases.  A  hospital  with  a  contract  can  admit  a  Medicaid  patient  for  a  certain  type 
of  condition  even  though  another  nearby  hospital  which  did  not  receive  a  contract  can 
treat  that  particular  condition  better  and  less  expensively. 

Some  state  officials  have  suggested  that  the  DRG  would  be  a  better  unit  of 
negotiation  than  the  patient  day  for  a  selective  contracting  program.  Having  hospitals 
compete  for  Medicaid  patients  on  the  basis  of  fixed  prices  for  certain  conditions  would 
allow  those  hospitals  that  treat  their  cases  most  effectively  and  efficiently  to  share  the 
savings  from  their  practice  patterns  with  the  state.  In  addition,  the  state  may  be  able  to 
increase  the  quality  of  care  provided  in  many  cases  by  contracting  for  very  specialized 
DRGs  only  with  those  hospitals  with  the  appropriate  capacity  to  treat  them. 
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B.  Policies  to  Control  the  Type  and  Utilization  of  Care  Provided  in  a  Hospital 

As  a  complement  to  the  major  changes  states  can  make  in  their  reimbursement 
policies,  states  can  and  often  have  adopted  policies  to  either  reduce  the  inappropriate  use 
of  inpatient  hospital  services  and/or  to  promote  the  provision  of  comparable  care  in  less 
costly,  yet  medically  appropriate,  delivery  settings.  Specifically,  policies  which  promote 
the  delivery  of  acute  care  services  in  the  least  cost  setting  seek  the  following  delivery 
site  substitutions: 

for  acute  care  services,  from  an  inpatient  hospital  basis  to  an  ambulatory  care 
setting,  or 

for  long-term  care,  from  the  hospital  to  a  nursing  home  or  community-based 
service  delivery  system. 

The  policies  which  states  can  adopt  to  achieve  these  desired  outcomes  can  themselves 
be  classified  according  to  which  aspect  of  the  program  they  affect.  Four  general  policy 
classifications  can  be  made: 

Benefit  coverage; 

Utilization  controls  for  review  of  services; 

Reimbursement  of  other  services;  and 

Case  management/delivery  system  changes. 

The  case  management/delivery  system  changes  being  developed  by  state  Medicaid 
programs  are  described  in  detail  in  Chapter  8.  The  options  open  to  states  in  each  of  the 
other  three  areas  are  discussed  below. 

1.    Coverage  Policies 

In  recent  years,  states  have  made  two  major  types  of  changes  in  their  Medicaid 
coverage  policies  to  promote  the  delivery  of  services  on  an  ambulatory  basis:  a)  many 
states  have  eliminated  coverage  of  certain  procedures  on  an  inpatient  basis;  and  b)  some 
states  have  developed  complementary  policies  to  promote  coverage  of  the  services 
provided  at  certain  alternative  delivery  sites. 

•     Shifting  Utilization  to  Outpatient  Settings 

About  a  dozen  states  have  adopted  policies  which  identify  certain  Medicaid  services, 
usually  surgical  procedures,  that  could  be  safely  performed  on  an  outpatient  rather  than 
an  inpatient  basis  (National  Governor's  Association,  1985).  In  general,  most  of  these 
policies  stipulate  that  Medicaid  will  not  reimburse  for  these  surgical  procedures  when 
performed  on  an  inpatient  basis,  except  in  certain  instances.  The  policies  any  state 
chooses  may  vary,  however,  along  the  following  dimensions: 

the  number  of  procedures  for  which  inpatient  reimbursement  is  not 
made; 

the  criteria  used  for  granting  exceptions  to  the  policy;  and 
the  administrative  methods  used  to  enforce  the  policy 
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Under  existing  programs,  the  number  of  surgical  procedures  identified  as  being 
primarily  ambulatory  in  nature  varies  widely  across  states  ranging  from  a  low  of  a  dozen 
procedures  in  some  programs  to  several  hundred  procedures  in  others.  The  common 
feature  of  the  procedures  selected  in  each  state  is  that  they  were  all  selected  with 
professional  medical  input,  either  from  staff  physicians  or  the  medical  community. 

All  states  presently  allow  exceptions  to  their  ambulatory  surgery  policies.  That  is, 
under  certain  circumstances,  their  Medicaid  programs  will  pay  for  these  procedures  to  be 
performed  on  an  inpatient  basis.  Most  commonly,  states  provide  exception  to  their 
ambulatory-only  policies  when  the  performance  of  the  procedure  on  an  inpatient  basis  is 
deemed  to  be  "medically  necessary."  The  criteria  most  often  used  to  define  medical 
necessity  include: 

the  presence  of  medical  conditions  which  make  prolonged  post  operative 
observation  by  a  nurse  or  skilled  medical  personnel  a  necessity; 

an  unrelated  procedure  which  requires  hospitalization  is  being  done 
simultaneously;  or 

another  surgical  procedure  could  follow  the  initial  procedure. 

Some  states,  particularly  those  with  large  rural  area,  also  give  consideration  to  the 
availability  of  appropriate  ambulatory  surgical  facilities.  What  is  appropriate  is  usually 
related  to  the  type  of  procedure  under  consideration,  e.g.,  for  certain  procedures,  an 
appropriate  ambulatory  setting  must  have  facilities  to  provide  post-operative,  lying-down 
recovery  periods  of  several  hours. 

•     Coverage  of  Alternative  Ambulatory  Settings 

A  companion  policy  option  to  denying  Medicaid  coverage  of  certain  surgical 
procedures  on  an  inpatient  basis  is  to  cover  services  provided  in  alternative,  ambulatory 
delivery  sites.  While  Medicaid  coverage  of  physician  office  visits  and  outpatient 
department  services  is  mandated  by  federal  statute  for  categorically  eligible  recipients 
and  is,  in  fact,  covered  for  the  medically  needy  population  in  all  states  having  such 
programs,  individual  states  are  free  to  decide  whether  to  cover  the  services  provided  by 
freestanding  ambulatory  care  centers. 

Since  states  are  required  to  reimburse  for  physician  services,  the  major  specific 
decision  for  states  is  whether  to  recognize  ambulatory  surgery  centers  as  unique  entities 
and  provide  reimbursement  to  cover  not  only  the  cost  of  the  physician's  care  but  also  the 
costs  associated  with  operating  the  facility.  Nearly  all  states  with  policies  excluding 
inpatient  coverage  of  certain  surgical  procedures  have  also  implemented  policies  to 
provide  facility-based  reimbursement  to  freestanding  surgicenters  (National  Governors' 
Association,  1985).  Most  of  these  states  report  having  a  relatively  small  number  of 
centers  participating  in  each  of  their  Medicaid  programs.  Although  accurate  estimates  of 
savings  resulting  from  use  of  these  centers  are  unavailable  in  these  states,  there  was  a 
general  consensus  that  some  savings  result,  at  least  equal  to  the  hospitals'  room  charges 
that  did  not  have  to  be  paid. 

The  issue,  then,  does  not  appear  to  be  whether  states  believe  it  is  cost-effective  to 
cover  ambulatory  surgery  centers,  but  instead,  whether  its  reimbursement  policies 
promote  their  development  and  utilization.  Kentucky,  for  example,  sought  the 
development  of  these  alternative  delivery  sites  and  therefore  established  a  reimbursement 
policy  which  paid  the  centers  100  percent  of  their  allowable  Medicare  charges. 
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Greater  controversy  appears  to  center  around  the  question  of  states  providing 
Medicaid  coverage  of  birthing  centers.  Here  the  coverage  issue  must  be  clearly  defined. 
While  states  are  now  required  to  cover  the  services  of  nurse  midwives,  the  principal 
provider  type  used  in  many  birthing  centers,  states  are  free  to  determine  whether  to 
cover  such  centers  directly  and  reimburse  them  for  their  facility-related  costs.  Far 
fewer  states  have  elected  to  directly  cover  birthing  centers  than  cover  ambulatory 
surgery  centers.  This  fact  appears  to  reflect  uncertainty  about  the  proper  quality  control 
and  safety  standards  which  should  be  associated  with  these  sights  of  care.  A  Michigan 
Medicaid  Task  Force  convened  several  years  ago  advised  that  further  study  was  required 
before  the  state  established  direct  coverage  of  birthing  centers.  The  group  suggested  that 
consideration  be  given  to  requiring  freestanding  birthing  centers  to  be  located  within  a 
certain  distance  of  a  hospital  to  assure  prompt  access  to  inpatient  facilities  for  problem 
deliveries. 

•     Limiting  Hospital  Days 

While  the  policy  options  described  above  are  designed  to  shift  care  from  one  setting  to 
another,  other  hospital  coverage  policies  which  states  can  elect  to  implement  focus 
primarily  on  limiting  program  expenditures.  A  number  of  states,  particularly  those  in  the 
South  that  reimburse  on  a  per  diem  basis,  have  attempted  to  control  hospital  expenditures 
by  placing  a  limit  on  the  number  of  hospital  days  Medicaid  will  cover.  Days  of  hospital 
care  that  exceed  this  limit  are  not  reimbursed  by  the  program. 

In  some  states,  across-the-board  limits  have  been  set  on  a  per  admission  or  annual 
basis.  For  example,  Alabama  will  only  cover  12  hospital  days  for  non-EPSDT  recipients; 
the  Mississippi  program  covers  15  days  per  year.  Other  states  have  established  limits  that 
vary  with  the  reason  for  hospitalization.  These  limits  are  often  set  at  some  percentile  of 
the  average  length  of  stay  for  a  particular  condition  experienced  by  hospitals  in  the 
region.  Such  data  are  often  obtained  from  Professional  Activity  Study  (PAS),  a  private 
service  that  collect  this  information.  For  example,  t>.e  maximum  number  of  hospital  days 
per  admission  for  which  the  Missouri  Medicaid  program  will  reimburse  is  set  at  the  75th 
percentile  of  the  average  length  of  stay  for  the  specific  condition  identified  by  PAS  for 
hospitals  in  the  region. 

States  considering  the  adoption  of  similar  policies  need  to  weigh  carefully  the  cost, 
access  and  quality  tradeoffs.  While  day  limit  policies  may  generate  cost  savings  for  the 
state,  they  have  several  negative  effects  that  may  be  disproportionately  felt  by  children's 
hospitals  and  other  referral  centers  that  care  for  the  most  severely  ill  Medicaid  patients. 
Negative  impact  may  also  be  directly  felt  by  these  patients  themselves.  For  patients 
reaching  their  Medicaid  limit,  these  hospitals  are  forced  to  either:  1)  continue  caring  for 
the  patient  without  compensation;  2)  send  the  patient  home  early,  possibly  endangering  his 
or  her  recovery;  or  3)  transfer  the  patient  to  another  facility,  usually  a  public  facility.  In 
addition,  tight  day  limits  may  cause  other  hospitals  to  be  very  cautious  about  admitting 
Medicaid  patients  who  may  exceed  their  limitation,  thereby  creating  an  up-front  barrier 
to  accessing  needed  hospital  care. 

These  problems  may  be  mitigated  to  some  extent  in  states  having  exceptions  policies 
which  allow  extra  payment  when,  under  some  circumstances,  recipients  exceed  these 
limits. 

2.    Utilization  Control  Policies 

State  Medicaid  programs  can  establish  utilization  review  requirements  that  attempt  to 
verify  the  medical  necessity  for  the  hospital  admission  and/or  the  continued  stay  in  the 
hospital. 
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•  Prior  Authorization  Mechanisms 

Of  particular  interest  are  some  the  newer  prior  authorization  mechanisms  which  can 
be  used  to  ensure  that  each  admission  is  medically  necessary.  In  general,  under  such  a 
program,  the  physician  wishing  to  admit  a  Medicaid  recipient  must  receive  approval  from 
the  state  prior  to  the  patient's  entering  the  hospital  in  order  for  both  the  physician  and 
the  hospital  to  receive  Medicaid  reimbursement.  This  requirement  is  waived  in 
emergency  situations,  although  the  nature  of  the  emergency  itself  must  then  be 
documented. 

This  prior  approval  process  can  vary  according  to  the  nature  of  the  review  and  the 
party  responsible  for  carrying  it  out.  For  example,  in  California,  preadmission  reviews 
are  carried  out  by  medical  personnel  employed  by  the  state.  The  physician  requesting 
approval  to  admit  a  Medicaid  patient  must  submit  to  the  state  written  documentation  of 
the  need  for  the  hospitalization.  The  California  program  has  produced  a  substantial 
reduction  in  hospital  admissions. 

In  contrast,  several  states  have  recently  adopted  a  less  intrusive  and  time-consuming 
process  known  as  PACE  (Prior  Authorization  Case  Evaluation),  a  system  originally 
developed  by  the  Kentucky  Peer  Review  Organization  for  that  state's  Medicare  and 
Medicaid  patients.  Under  this  approach,  the  physician  is  required  to  telephone  the 
organization  responsible  for  the  review.  During  this  phone  call,  which  will  usually  take 
about  five  minutes,  a  trained  nurse  will  ask  a  series  of  questions  to  ascertain  the 
appropriateness  of  the  admission.  This  nurse  can  approve,  but  not  disapprove,  requests. 
Those  requests  the  nurse  cannot  approve  are  forwarded  to  a  physician  who  can  gather 
further  information  and  make  a  final  decision. 

Those  states  utilizing  the  PACE  system  (Kentucky,  Michigan  and  Minnesota)  in  general 
have  been  quite  pleased  with  the  program.  Although  the  number  of  denied  requests  has 
been  relatively  low,  the  institution  of  these  systems  appears  to  have  had  a  broader 
"sentinel"  effect.  This  has  resulted  in  a  reduction  in  the  overall  number  of  requests  for 
hospital  admissions.  In  fact,  it  may  be  that  one  effect  of  these  prior  authorization 
requirements  may  be  similar  to  that  of  the  previously  described  policies  to  promote  the 
delivery  of  care  in  lower  cost  settings.  At  least  one  state  (Minnesota)  has  reported  a 
noticeable  increase  in  its  ambulatory  claims  beginning  about  the  time  the  PACE  system 
was  instituted. 

•  Second  Surgical  Opinion  Programs 

While  prior  authorization  requirements  are  most  often  applied  to  all  elective 
(non-emergent)  admissions,  several  states  have  established  a  mandatory  second  opinion 
requirement  for  certain  surgical  procedures.  Under  this  system,  the  Medicaid  program 
will  not  reimburse  either  the  physician  or  the  hospital  for  surgery  unless  the  Medicaid 
recipient  has  obtained  an  opinion  from  a  second  physician  about  the  need  for  surgery. 
States  usually  have  placed  this  requirement  on  less  than  a  dozen  surgical  procedures  about 
which  there  is  less  than  a  clear  consensus  concerning  when  surgery  is  advised.  High 
volume  procedures  are  those  most  often  found  in  Medicaid  second  surgical  opinion 
programs  and  include:  tonsillectomies  and  adenoidectomies,  hysterectomies  and 
cholecystectomies. 

The  state's  involvement  in  seeing  that  this  requirement  is  met  can  vary  from  program 
to  program.  In  some,  the  state  requires  only  that  documentation  of  a  second  opinion  be 
attached  to  submitted  claims.  In  other  programs,  the  state  may  play  a  much  more  active 
role  in  selecting   the   physician   to  provide   the   second  opinion,   and  arranging  an 
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appointment  for  the  Medicaid  patient  to  see  this  physician.  The  common  characteristic  of 
these  programs,  however,  is  that  ultimately  the  state  agrees  to  pay  for  the  surgery, 
regardless  of  whether  or  not  the  second  opinion  confirms  the  need  for  surgery. 

Evaluations  of  Medicaid  mandatory  second  opinion  requirements  have  found  these 
programs  to  be  cost-effective.  Like  the  prior  authorization  requirements  described 
earlier,  there  appears  to  be  a  "sentinel"  effect  that  results  in  a  fewer  number  of  initial 
requests  for  the  covered  procedures  once  the  requirement  of  a  second  opinion  has  been 
instituted.  With  respect  to  quality  and  access  concerns,  no  evidence  has  been  presented 
to  suggest  that  patients  are  being  denied  needed  care  or  suffering  adverse  consequences 
as  a  result  of  these  programs  (Roenigk  and  Bartlett,  1982). 

•  Concurrent  Reviews 

In  addition  to  these  up-front  reviews,  "concurrent"  reviews  can  be  conducted  for  some 
already  hospitalized  patients.  These  reviews,  which  involve  the  examination  of  patient 
records  by  a  medical  professional,  are  conducted  to  ensure  that  extended  hospital  stays 
are  medically  necessary.  They  are  often  viewed  as  critical  measures  to  offset  incentives 
for  unnecessarily  long  hospital  stays  where  hospital  payments  are  made  on  a  per  diem, 
rather  than  per  admissions  basis.  An  alternative  use  of  the  PAS  length  of  stay  standards 
described  earlier  would  be  to  use  them  not  to  cut  off  Medicaid  coverage  completely,  but 
to  establish  at  what  point  during  a  patient's  stay  a  concurrent  review  must  be  performed. 
Under  this  mechanism,  days  exceeding  the  PAS  limits  for  which  such  a  review  has  not 
been  concluded  and  approval  received  will  not  be  reimbursed. 

•  Recipient  Cost  Sharing 

A  fourth  type  of  "utilization  control"  that  states  can  employ  is  the  establishment  of 
recipient  cost  sharing  requirements  for  inpatient  hospital  care.  While  a  fuller  discussion 
of  recipient  cost  sharing  approaches  can  be  found  in  an  addendum  to  this  chapter,  a  brief 
review  of  this  area  as  it  relates  to  hospital  care  is  presented  here. 

Federal  statutes  allow  states  to  impose  copayments,  coinsurance,  and/or  deductibles 
on  all  inpatient  hospital  care,  except  for  services  provided  to  pregnant  women,  children, 
or  those  provided  in  emergency  situations.  About  one-fifth  of  state  Medicaid  programs 
have  established  cost  sharing  requirements  for  inpatient  hospital  care. 

The  argument  in  support  of  this  approach  is  that  requiring  recipients  to  share  in  the 
cost  of  their  care  will  deter  them  from  inappropriately  using  health  services.  One  of  the 
major  reasons  more  states  have  not  established  cost  sharing  requirements  on  hospital  care 
is  the  belief  that  inpatient  hospital  care  is  not  the  kind  of  service  that  individuals  are 
likely  to  over-utilize.  In  fact,  the  decision  to  hospitalize  a  Medicaid  patient  is,  in  the 
vast  majority  of  cases,  made  by  the  physician,  not  the  patient. 

3.     Reimbursement  Policies  For  Other  Services 

States  may  also  attempt  to  move  the  delivery  of  certain  services  from  the  hospital 
setting  to  less  costly  sights  by  adjusting  their  physician  reimbursement  rates  to  make  it 
more  financially  attractive  for  the  physician  to  perform  certain  procedures  on  an 
ambulatory  basis. 

For  example,  the  State  of  Georgia  has  identified  10  categories  of  surgical  procedures 
which,  while  usually  done  on  an  outpatient  basis,  could  also  be  done  in  a  well-equipped 
physician's  office,  private  clinic,  or  freestanding  ambulatory  surgery  center.  For  these 
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services,  the  state  provides  higher  reimbursement  than  it  does  for  the  same  procedure 
performed  on  an  inpatient  basis.  Many  of  the  procedures  included  under  this  incentive 
payment  program  are  also  identified  under  the  state's  ambulatory  surgery  program  as 
being  reimbursable  on  an  inpatient  basis  only  if  the  admission  was  medically  necessary. 

Georgia  reimburses  for  procedures  included  under  its  incentive  programs  at  the  lower 
of  the  physician's  submitted  charge  or  10  percent  above  the  statewide  maximum  allowable 
rate  when  they  are  performed  on  an  ambulatory  basis.  In  addition,  the  "global  charge" 
concept  (i.e.,  the  payment  made  for  a  procedure  includes  all  necessary  pre-  and 
post-operative  care)  normally  used  for  inpatient  physician  services  is  not  applied  to  these 
outpatient  procedures.  The  physician  can  therefore  also  submit  invoices  for:  1)  an 
appropriate  level  of  office  visit  charge  for  the  initial  history  taking  and  examination;  2) 
all  medically  necessary  lab  and  x-ray  tests;  3)  the  actual  cost  of  covered  supplies  and 
material;  and  4)  an  appropriate  level  of  office  visit  charge  for  a  post-operative  exam. 

In  contrast  to  Georgia,  several  states  have  established  a  differential  in  physician 
reimbursement  levels  for  such  procedures  by  decreasing  inpatient  reimbursement  levels 
rather  than  increasing  ambulatory  levels.  In  July  of  1983,  Kentucky  reduced  its 
reimbursement  for  physician  inpatient  services  from  100  percent  of  the  first  $50  in 
allowable  costs  and  70  percent  of  allowable  costs  in  excess  of  $50  to  100  percent  of  the 
first  $20  in  allowable  costs  and  35  percent  of  allowable  costs  in  excess  of  this  first  $20. 
On  an  ambulatory  basis,  the  physician  continues  to  be  paid  100  percent  of  allowable  costs. 

With  respect  to  promoting  the  delivery  of  services  in  the  physician's  office  rather  than 
in  the  traditionally  more  expensive  hospital  outpatient  department,  several  states 
(Michigan,  Illinois,  and  Minnesota)  have  adopted  policies  which  no  longer  pay  that  portion 
of  hospital  outpatient  department  rates  that  reflect  the  higher  overhead  costs  of  this 
setting.  They  now  pay  a  single  rate  for  ambulatory  physician's  services,  whether  they  are 
provided  in  the  physician's  office  or  a  hospital  outpatient  department.  Georgia  has 
developed  a  somewhat  similar  policy.  When  a  physician's  bills  are  submitted  for  certain 
procedure  codes  which  are  performed  on  an  inpatient  or  outpatient  hospital  basis,  the 
state's  Medicaid  reimbursement  is  limited  to  the  lower  of  the  physician's  submitted 
charge  or  65  percent  of  the  state's  maximum  allowable  payment  for  that  service.  The 
state  has  explained  that  this  policy  is  based  upon  the  idea  that  practitioners  who  use  a 
hospital  as  an  extension  of,  or  as  an  alternative  to,  their  private  office  do  not  have  the 
associated  overhead  of  such  services  as  do  physicians  performing  these  services  in  their 
own  private  office  or  clinic.  When  initially  implemented  in  January,  1983,  this  policy 
applied  to  35  procedure  codes  under  the  four  general  categories  of  office  medical 
services:  consultations,  psychiatric  services,  and  physical  medicine  or  therapy  services.  In 
March,  1983,  the  procedures  under  consultations  and  psychiatric  services  were  deleted 
from  this  reimbursement  methodology. 

To  reduce  the  inappropriate  utilization  of  hospital  emergency  rooms,  a  significant 
number  of  state  Medicaid  programs  have  either  eliminated  reimbursement  for 
non-emergency  care  provided  in  emergency  rooms  or  have  reduced  reimbursement  for 
such  non-emergency  services. 

For  a  complete  discussion  of  policy  alternatives  in  physician  reimbursement,  refer  to 
Chapter  7. 
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III.  SUMMARY 


The  effective  management  of  Medicaid  hospital  expenditures  involves  the  development 
of  an  array  of  coverage,  utilization  control,  and  reimbursement  policies  designed  to: 

pay  only  for  efficiently  provided  services; 

avoid  inappropriate  use  of  hospital  services;  and 

promote  the  provision  of  care  in  the  least  costly,  medically  appropriate  setting. 

States  have  taken  major  steps  forward  in  the  management  of  this  benefit  by  moving 
from  inefficient  cost-based  reimbursement  systems  to  prospective  systems  that  provide 
incentives  for  efficiency  within  hospitals.  These  systems  vary  considerably  in  their  design 
features,  with  most  being  based  upon  facilities  trended  costs  and  using  the  patient  day  as 
the  unit  of  payment.  The  introduction  of  per  case  reimbursement  methodologies  and 
selective  contracting  approaches  offer  an  even  expanded  array  of  options  to  state 
policymakers  for  structuring  such  systems. 

The  need  for  sound  cost  management  must  be  balanced,  however,  with  a  sensitivity  for 
the  implications  of  state  policy  on:  the  recipient's  access  to  needed  care;  the  quality  of 
care  delivered;  and  the  financial  viability  of  hospitals  providing  for  a  large  portion  of  the 
Medicaid  population.  Many  of  these  hospitals,  especially  large  inner-city  facilities,  may 
also  provide  substantial  amounts  of  uncompensated  care  to  other  low-income  populations. 
States  should  examine  the  options  open  to  them  in  providing  special  consideration  for 
high-volume  Medicaid  hospital  to  ensure  that  short-term  cost  containment  policies  do  not 
undermine  the  financial  viability  of  these  institutions  and  result  in  more  serious  long  term 
access  problems. 

It  is  important  that  changes  in  inpatient  hospital  reimbursement  coverage  policies  be 
made  within  a  broader  context  that  considers  other  providers.  Actions  taken  to  shift  the 
delivery  of  care  out  of  the  hospital  and  into  ambulatory  care  settings  may  need  to  be 
accompanied  by  policies  designed  to  increase  the  willingness  of  these  ambulatory  care 
providers  to  render  care.  In  the  long  run,  the  case  management  programs  described  in 
Chapter  8,  if  properly  designed,  may  hold  the  greatest  potential  for  arriving  at  the 
optimal  use  of  the  very  important  services  provided  by  our  nation's  hospitals. 
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ADDENDUM  A: 


RECIPIENT  COST  SHARING  UNDER  MEDICAID 

By 
Ian  Hill 

I.  BACKGROUND 

The  sharing  of  costs  between  patients  and  third  party  payers  has  traditionally  been  a 
tool  used  in  the  health  insurance  industry  to  accomplish  very  important  objectives.  As  a 
utilization  control  device,  cost  sharing  helps  induce  patients  to  be  economically  prudent 
when  deciding  to  purchase  health  care  services.  As  an  expenditure  control  device,  cost 
sharing  allows  third  party  payers  to  shift  a  portion  of  the  cost  of  care  to  consumers  of 
health  services. 

The  theoretical  rationale  for  using  cost  sharing  to  control  utilization  is  well  known. 
Since  comprehensive  health  insurance  insulates  the  consumer  from  the  true  cost  of  care, 
the  insured  have  the  incentive  to  take  advantage  of  benefits  and  consume  services  for 
which  someone  else  has  to  pay.  Conversely,  consumers  are  much  more  likely  to  purchase 
only  "necessary"  services  when  faced  with  financial  risk,  in  other  words,  if  they  are 
required  to  bear  the  direct  cost  of  a  portion  of  their  care. 

Within  the  context  of  a  means  tested  entitlement  program  such  as  Medicaid, 
however,  cost  sharing's  utility  is  less  clear  cut.  Whether  it  is  appropriate  to  impose  a 
direct  cost  for  pursuing  health  services  on  recipients  who  are  (by  definition)  indigent  is  a 
topic  of  significant  controversy.  States  often  adopt  cost  sharing  programs  for  budgetary 
purposes  less  related  to  utilization  control.  Cost  sharing  charges  can  be  imposed  in  lieu  of 
increases  in  reimbursement  to  providers.  In  most  instances,  however,  states  shift  a 
portion  of  existing  payment  rates  to  recipients  by  deducting  from  the  fees  amounts  equal 
to  a  newly  imposed  cost  sharing  charge. 

The  following  discussion  will  briefly  address  salient  issues  relating  to  recipient  cost 
sharing  under  Medicaid:  the  rules  which  limit  its  application,  states'  experiences  with  such 
policies,  and  its  potential  for  impacting  quality  of  and  access  to  care. 

II.  FEDERAL  RESTRICTIONS  REGARDING  COST  SHARING 

States  considering  the  adoption  of  cost  sharing  policies  need  first  to  familiarize 
themselves  with  federal  rules  and  regulations  which  limit  the  extent  to  which  they  can 
impose  cost  sharing  on  services  provided  to  Medicaid  recipients.  State  latitude  is 
substantially  constrained  by  the  strict  nature  of  these  rules. 

A.    Groups  and  Services  Upon  Which  Cost  Sharing  Can  be  Imposed 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA),  the  most  recent 
legislation  which  affected  cost  sharing  rules,  said  that  states  have  the  option  to  impose 
cost  sharing  charges  on  all  services  (mandatory  and  optional)  provided  to  any  recipient 
(categorically  needy  and  medically  needy)  with  the  following  important  exceptions: 

o  Services  provided  to  persons  under  the  age  of  18  or,  at  state  option,  persons 
under  the  age  of  21,  20,  or  19,  or  "reasonable"  categories  of  persons  between  18 
and  21; 
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•  Pregnancy-related  services  or,  at  state  option,  any  services  provided  to  pregnant 
women; 

•  Services  provided  to  any  patient  in  a  medical  institution  who  is  required  to  spend 
all  but  a  minimal  amount  of  income  for  medical  services  as  a  requirement  for 
Medicaid  eligibility,  (i.e.,  long  term  nursing  home  patients); 

•  Emergency  services; 

•  Family  planning  services;  and 

•  Services  provided  by  a  health  maintenance  organization  (HMO)  to  enrolled 
categorically  needy  persons  or,  at  state  option,  all  covered  persons. 


Upon  designing  these  exclusions,  federal  and  congressional  policymakers  targeted 
specific  services  whose  use,  they  felt,  would  be  inappropriate  to  discourage.  For  example, 
preventive  services  for  children  and  prenatal  care  for  pregnant  women  were  presumed  to 
be  the  kinds  of  services  toward  which  recipients  might  be  price-sensitive.  Further,  by 
excluding  services  provided  by  HMO's,  policymakers  hoped  to  encourage  broader 
enrollment. 

B.    "Nominal"  Rates  Which  States  Can  Charge 

Since  the  1972  Amendments  to  the  Social  Security  Act,  cost  sharing  charges  have 
been  required  to  be  "nominal,"  so  as  not  to  create  too  much  of  a  financial  burden  for 
Medicaid  recipients.  Table  1  summarizes  the  maximum  amount  of  cost  sharing  charges 
which  states  may  impose: 

TABLE  1:  MAXIMUM  COST  SHARING  CHARGES  ALLOWED  UNDER  MEDICAID 


Type  of  Service 


Type  of  Cost  Sharing 
Copayment: 


Non-Institutional  Care 


Coinsurance: 


Deductible: 


Actual  or  Typical 
State  Payment  for 

Service 
$10  or  less 
$10.01  to  $25 
$25.01  to  $50 
$50.01  or  more 


Maximum 
Copayment 
$0.50 
$1.00 
$2.00 
$3.00 


5%  of  actual  state  payment 

per  service 
$2.00  per  month  per  family 


Institutional  Care 
50%  of  the  state 
payment  for  the 
first  day  of  care 
per  admission. 


Same  As  Above 
Same  as  Above 


Of  the  three  types  of  cost  sharing,  deductibles  (specific  dollar  amounts  which 
patients  must  incur  towards  the  cost  of  care  before  insurance  coverage  begins)  and 
coinsurance  (a  percentage  rate  which  is  applied  to  a  medical  bill  to  determine  the  share 
for  which  the  patient  is  responsible)  are  not  widely  used  by  state  Medicaid  programs.  By 
far,  the  most  common  form  of  cost  sharing  used  by  states  is  the  copayment,  a  discrete 
dollar  charge  which  consumers  must  pay  towards  the  cost  of  a  unit  of  service.  For  any 
given  service,  states  are  not  permitted  to  impose  more  than  one  type  of  cost  sharing. 
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C.    Implications  for  Savings 


Federal  restrictions  on  the  types  of  services  which  can  be  subject  to  cost  sharing,  as 
well  as  the  maximums  that  can  be  charged  limit  states'  opportunities  to  significantly 
impact  Medicaid  budgets.  Nominal  rates  which  will  not  preclude  financial  access  to  care 
for  indigent  Medicaid  recipients  obviously  reduce  the  degree  to  which  cost  sharing  charges 
can  achieve  offsets.  Additionally,  non-exempt  services  upon  which  charges  can  be 
applied,  while  numerous,  do  not  promise  large  savings  for  two  reasons.  First,  prescription 
drugs,  physician  services  unrelated  to  pregnant  women,  children,  nursing  home  care, 
family  planning,  or  emergencies,  and  other  miscellaneous  items  such  as  eyeglasses  and 
hearing  aids,  do  not  represent  high  cost  Medicaid  services.  Second,  inpatient  hospital 
services,  while  a  "big-ticket"  item,  are  most  often  consumed  by  sicker  recipients  whose 
utilization  is  determined  by  physicians.  In  this  instance,  patient  discretion  in  deciding 
whether  or  not  to  use  services  is  at  a  minimum  regardless  of  the  presence  or  absence  of 
cost  sharing. 

Nonetheless,  it  is  important  to  note  that  numerous  states  have  implemented  broad 
cost  sharing  policies.  As  will  be  discussed  below,  these  states  have  concluded  that  cost 
sharing  represents  both  an  appropriate  and  effective  means  of  achieving  program  savings. 

III.  STATE  EXPERIENCES  WITH  COST  SHARING 

In  spite  of  the  statutory  and  regulatory  limitations  placed  upon  the  cost  sharing 
option,  about  one-half  of  the  states  continue  to  apply  such  charges  broadly.  According  to 
a  survey  of  states  conducted  by  the  National  Governors'  Association  during  late  1984  and 
early  1985,  25  states  have  opted  to  impose  cost  sharing  on  at  least  some  services.  Health 
Care  Financing  Administration  data  show  that  these  states  accounted  for  approximately 
43%  of  total  federal  and  state  Medicaid  spending  in  FY  1984. 

The  service  which  states  choose  to  subject  to  cost  sharing  most  frequently  is 
prescription  drugs  (21  of  25  states).  In  FY  1984,  spending  for  this  service  accounted  for 
just  under  6%  of  total  national  Medicaid  expenditures.  Other  services  to  which  states 
apply  cost  sharing  include  non-emergency  inpatient  hospital  care,  non-exempt  physician 
visits,  dental  services,  outpatient  hospital  visits,  services  of  specialists  such  as 
optometrists,  chiropractors,  audiologists,  podiatrists,  and  speech  pathologists,  and  to 
items  such  as  hearing  aids,  dentures,  eyeglasses,  prosthetic  devices,  medical  supplies  and 
durable  medical  equipment.  Several  states  choose  to  apply  cost  sharing  to  all  or  most  of 
these  services,  including  Colorado  (9  services),  Iowa  (13),  Kansas  (10),  Mississippi  (10), 
Missouri  (10),  Montana  (18),  Nevada  (10),  North  Carolina  (9),  Pennsylvania  (19),  South 
Dakota  (14),  Virginia  (6),  and  Wisconsin  (21).  At  the  other  end  of  the  spectrum.  North 
Dakota  simply  charges  a  $3  copayment  for  the  replacement  of  eyeglasses  beyond  one  pair 
per  year.  Clearly,  the  degree  to  which  states  embrace  cost  sharing  policies  varies  a  great 
deal. 

Some  states  have  utilized  cost  sharing  policies  strategically  in  order  to  induce 
recipients  to  utilize  more  cost  effective  services  and  providers.  For  example,  the  srate  of 
Wisconsin  imposes  cost  sharing  across  numerous  services  which  are  reimbursed  on  a 
fee-for-service  basis  to  create  an  incentive  for  recipients  to  enroll  in  HMOs  where  cost 
sharing  cannot  apply.  The  state  of  Michigan  imposes  copayments  on  name-brand 
prescription  drugs,  but  not  generics,  in  order  to  increase  recipient  consumption  of  less 
costly  products.  It  is  worth  noting  that  TEFRA  gave  states  the  option  of  applying  for  a 
waiver  that  would  allow  them  to  charge  up  to  twice  the  nominal  amount  on  emergency 
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room  services  not  related  to  actual  medical  emergencies  in  order  to  discourage  utilization 
in  inappropriate  settings.  To  date,  however,  no  states  have  implemented  such  a  waiver 
program. 

Since  the  enactment  of  TEFRA  in  1982,  thirteen  states  who  either  had  cost  sharing 
programs  in  place,  or  planned  soon  to  implement  them,  discontinued  their  policies.  For 
these  states,  TEFRA  exclusions  were  viewed  as  excessively  broad  and  difficult  to 
administer  accurately.  For  example,  states  felt  it  would  be  extremely  difficult  to  specify 
when  a  woman  was  pregnant  or  distinguish  between  services  which  were  or  were  not 
related  to  a  woman's  pregnancy.  Conversely,  at  least  five  states  have,  since  TEFRA, 
implemented  new  cost  sharing  programs.  Some  of  these,  such  as  Colorado  and 
Pennsylvania,  are  relatively  extensive.  Five  other  states,  including  Kansas,  Missouri, 
Montana,  South  Dakota,  and  Wisconsin  expanded  their  existing  cost  sharing  programs 
significantly  after  TEFRA  rule  changes  went  into  effect.  Whether  or  not  such  expansion 
was  specifically  due  to  these  changes  is  unclear. 


IV.     RELEVANCE  TO  ACCESS  AND  QUALITY 

Cost  sharing,  with  any  population,  creates  potential  situations  where  persons  forego 
necessary  care  in  order  to  avoid  incurring  out-of-pocket  costs.  While  such  an  outcome  is 
never  desirable  (or  cost-efficient,  since  services  for  more  severe  conditions  which  may 
result  are  inevitably  more  expensive  than  services  for  minor  problems),  it  is  especially 
important  to  avoid  such  situations  with  populations  who  are  indigent  and  whose  health 
care  needs  tend  to  be  greater  than  those  of  the  general  public. 

Whether  or  not  cost  sharing  directly  affects  access  to  care  under  Medicaid  or  the 
health  status  of  Medicaid  recipients  is  unclear.  Generally  speaking,  there  is  a  paucity  of 
Medicaid-specific  research  on  these  issues.  Two  studies  do,  however,  provide  interesting 
insight. 

Newhouse  et.  al.,  in  1981,  tested  general  consumer  behavior  under  alternative  health 
insurance  coverage  situations.  They  found  that  per  capita  total  expenditures  rose  steadily 
as  coinsurance  rates  declined.  Persons  fully  covered  for  medical  services  spent  about  50% 
more  than  persons  with  income-related  catastrophic  coverage.  Low  income  groups  were 
found  to  be  equally,  and  in  some  cases  somewhat  more  responsive  to  the  level  of  cost 
sharing.  The  researchers  possessed  insufficient  data  to  determine  whether  higher  use  by 
persons  with  full  coverage  reflected  overuse,  or  whether  lower  use  by  those  facing  higher 
cost  sharing  reflected  underuse. 

Lurie  et.  al.  (1984)  studied  the  effects  of  a  change  in  public  policy  in  California  when, 
in  1982,  the  state  eliminated  its  Medi-Cal  program  for  270,000  medically  indigent  adults 
and  transferred  responsibility  for  providing  services  to  the  counties  at  70%  of  the  previous 
level  of  funding.  After  the  transfer,  some  counties  imposed  cost  sharing  as  a  means  of 
detering  utilization  and  trimming  budgets.  The  study  found  that,  six  months  after  the 
policy  change,  care  for  many  individuals  was  either  eliminated,  interrupted,  or  severely 
disrupted.  In  comparison  to  a  control  group,  persons  who  had  their  health  insurance 
terminated  or  interrupted  suffered  significant  declines  in  health  status.  Access  was 
effected,  as  only  50  percent  of  the  indigent  adults  could  report  a  regular  source  of  care 
after  their  benefits  were  terminated  as  compared  with  96  percent  previously,  and  75 
percent  of  patients  who  did  not  obtain  care  when  needed  gave  expense  as  a  reason.  A 
follow-up  study  (Lurie  et.  al.,  1986)  conducted  one  year  after  the  change  confirmed  that 
these  findings  were  not  a  temporary  phenomenon.  While  not  directly  addressing  the  issue 
of  how  cost  sharing  impacts  access  to  care  and  health  status,  these  studies  do  provide 
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insight  into  how  indigent  populations  are  adversely  effected  when  insurance  coverage  is 
terminated  or  limited  and  cost  of  care  becomes  a  barrier  to  access. 

TEFRA  stated  that  providers  cannot  refuse  services  to  eligible  recipients  because  of 
their  inability  to  pay  cost  sharing  charges.  Cost  sharing  charges  are  generally  deducted 
from  provider  fees,  thus,  uncollected  copayments  represent  direct  costs  or  operating 
losses  to  providers.  While  states  may  realize  short-term  budget  savings  from  this 
practice,  providers,  in  theory,  may  be  induced  to  terminate  participation  in  Medicaid  if 
inability  to  collect  cost  sharing  persists.  However,  no  states  report  that  this  outcome  has 
occurred  (National  Governors'  Association,  1984-85).  Rules  of  nominality  keep  charges 
sufficiently  low  that  providers  often  can  absorb  losses  without  suffering  significant  fiscal 
problems.  Thus  access  problems  caused  by  decreased  provider  participation  apparently  do 
not  result  from  the  implementation  of  cost  sharing  policies. 

Some  states  believe  that  cost  sharing  rules  impose  a  disproportionate  burden  on 
chronically  ill  aged  and  disabled  persons  living  in  the  community.  Such  persons  (not 
excluded  under  TEFRA  rules)  often  require  frequent  medications,  and  thus  feel  the 
heaviest  burden  from  copayments  placed  on  prescription  drugs.  Many  states  have 
determined  that  such  an  outcome  is  unfair  and  have,  for  this  reason,  decided  against  using 
cost  sharing  in  their  Medicaid  drug  programs. 


V.  SUMMARY 

Cost  sharing  has  traditionally  been  used  by  the  health  insurance  industry  to:  1) 
control  utilization,  and  2)  shift  a  portion  of  the  cost  of  care  to  consumers.  While  use  of 
cost  sharing  in  the  private  sector  is  widespread  and  accepted,  use  in  public  sector 
programs  for  the  indigent  such  as  Medicaid  remains  controversial. 

Federal  rules  significantly  limit  the  potential  impact  cost  sharing  can  have  on  state 
Medicaid  budgets  by  restricting  both  the  amounts  which  can  be  charged  and  the  groups 
and  services  upon  which  these  charges  can  be  levied.  Despite  this  fact,  one-half  of  the 
states  have  chosen  to  enact  cost  sharing  policies,  believing  they  are  a  proper  and 
effective  means  of  achieving  program  savings. 

However,  the  appropriateness  of  imposing  additional  costs  on  an  indigent  population 
and  the  possible  adverse  impact  on  access  to  care  and  health  status  if  cost  sharing  results 
in  recipients  foregoing  necessary  services  are  issues  which  states  need  to  consider  and 
monitor  closely  as  they  plan  and  manage  such  Medicaid  policies. 
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Chapter  6 
OUTPATIENT  PRESCRIPTION  DRUGS 
By 

Vincent  Gardner 


I.  INTRODUCTION 

In  federal  fiscal  year  1984,  combined  state  and  federal  Medicaid  expenditures  for 
prescription  drugs  totaled  just  under  $2.0  billion.  This  figure  represented  about  6 
percent  of  all  Medicaid  payments  that  year  (Health  Care  Financing  Administration, 
1985).  Prescription  drugs  are  one  of  the  most  widely  covered  of  all  Medicaid  "optional" 
services  (all  state  plans  except  those  of  Alaska  and  Wyoming  contain  some  type  of  drug 
coverage),  and  with  the  exception  of  institutional  care  delivered  in  intermediate  care 
facilities  and  intermediate  care  facilities  for  the  mentally  retarded,  they  are  the  most 
costly  service  which  can  be  covered  at  state  option. 

Nationally,  expenditures  for  all  drug  purchases  in  1985  equaled  approximately  $26.0 
billion,  or  7.0  percent  of  total  health  care  spending  (Levit,  1985).  In  recent  years,  prices 
for  this  component  of  total  health  care  spending  have  been  rising  rapidly  relative  to 
other  health  services.  Since  1980,  the  price  of  prescription  drugs  has  increased  by  10.6 
percent  per  year  while  the  annual  rate  of  increase  in  prices  for  all  products  was  8.7 
percent  (Bureau  of  Labor  Statistics,  1986). 

In  contrast,  growth  in  expenditures  for  drugs  has  been  slower  than  overall  growth  in 
health  care  spending.   Between  1980  and  1985,  national  health  expenditures  increased 

II.  1  percent  annually,  while  average  annual  growth  for  drug  expenditures  was  8.7 
percent  (Congressional  Budget  Office,  1986).  The  difference  between  the  annual  growth 
for  drug  expenditures  and  the  increase  in  prices  may  be  accounted  for  by  several  factors, 
including  the  use  of  lower  cost  generically  equivalent  drug  products,  larger  prescriptions 
size  which  result  in  less  pharmacy  service  fees,  and  new,  lower  cost  pharmacy  retailers. 

Data  specific  to  the  Medicaid  program  reveal  the  stable  nature  of  the  benefit  as  a 
part  of  the  total  program.  Again,  over  the  5  year  period  between  1980  and  1985, 
prescription  drugs  hovered  between  5.4  percent  and  5.8  percent  of  total  program 
spending.  Average  annual  growth  of  Medicaid  spending  for  drugs  since  1980  has  been 
10.5  percent;  somewhat  higher  than  the  rate  in  the  overall  drug  market. 

This  chapter  will  discuss  prescription  drugs  and  their  importance  to  the  Medicaid 
program  from  a  variety  of  perspectives.  For  background  purposes,  the  drug  industry  and 
its  key  components  will  be  reviewed,  including  drug  retailers,  manufacturers,  consumers 
and  payers,  as  well  as  recent  price  inflation  and  cost  effectiveness  data.  Next, 
information  on  how  prescription  drugs  are  relevant  to  Medicaid  will  be  addressed. 
Medicaid's  role  industry-wide,  recipient  utilization,  reimbursement  rules  and  regulations, 
administrative  costs  and  implication  for  quality  of  care  will  each  be  discussed.  Finally 
optional  strategies  available  to  states  for  dealing  with  issues  relating  to  cost 
containment,  access,  and  quality  of  care  will  be  addressed  from  two  points  of  view. 
First,  current  practices  widely  used  by  states,  are  reviewed  with  an  eye  toward 
evaluating  their  usefulness.  Second,  a  set  of  promising  and  innovative  approaches  to 
controlling  drug  costs  without  adversely  affecting  access  to  and  quality  of  care  will  be 
presented. 
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II.  OVERVIEW  OF  THE  DRUG  INDUSTRY 


The  structure  of  the  prescription  drug  industry  which  supplies  these  important 
services  is  more  characteristic  of  competitive  retail  markets  than  are  most  other  sectors 
of  the  health  care  marketplace.  Consequently,  prescription  drugs  may  be  one  of  the 
most  cost-beneficial  of  all  health  care  services.  Various  aspects  of  the  industry  are 
discussed  below. 

A.  Drug  Retailers 

Prescription  drug  services  are  provided  by  a  variety  of  sources,  including 
independent  pharmacies,  chain  drug  stores,  food,  variety  and  department  stores,  hospital 
outpatient  departments,  health  maintenance  organizations,  clinics,  mail  order 
pharmacies  and  physician  offices.  Prescriptions  in  physician  offices  must  be  dispensed 
by  or  under  the  supervision  of  a  physician.  All  other  prescriptions  must  be  prepared  and 
dispensed  by  or  under  the  supervision  of  a  pharmacist  registered  to  practice  in  the 
particular  state.  There  are  approximately  161,500  pharmacists  in  the  U.S. 

According  to  the  National  Council  for  Prescription  Drug  Programs  (1986),  there  are 
approximately  66,700  pharmacies  across  the  country.  Of  these,  about  60  percent  are 
traditional  independent  pharmacies  and  25  percent  are  chain  drug  stores. 

B.  Drug  Manufacturers 

Pharmaceutical  manufacturers  play  an  important  role  in  providing  drugs.  Drug 
products  are  sold  by  manufacturers  directly  to  retailers,  hospitals,  governmental 
agencies  and  others,  or  through  drug  wholesalers.  In  1984,  pharmaceutical 
manufacturers  sold  drug  products  worth  $53.6  billion  (Pharmaceutical  Manufacturers 
Association,  1985). 

Drug  products  are  classified  as  either  legend  drugs,  which  can  be  sold  to  consumers 
only  upon  prescription,  or  over-the-counter  drugs  (OTCs),  which  may  be  purchased 
without  a  prescription.  All  drug  products  must  be  approved  as  both  safe  and  effective  by 
the  federal  Food  and  Drug  Administration  (FDA)  before  they  can  be  marketed  or  sold. 
Drug  products  and  manufacturing  processes  can  be  patented  in  the  U.S.  From  the  time 
of  approval  by  the  FDA  until  the  end  of  the  patent  life,  the  drug  product  innovator  has 
exclusive  rights  to  market  the  product,  although  in  some  cases  the  innovator  may  license 
other  producers  to  do  so.  Patented  drug  products  are  sold  under  the  brand  name,  and  are 
frequently  called  branded  or  sole-source  products.  When  the  patent  expires,  other 
producers  are  free  to  manufacture  and  sell  the  drug  after  FDA  approval  has  been 
granted.  These  products,  often  referred  to  as  generic  or  multiple-source  products,  are 
generally  sold  at  prices  considerably  below  the  brand  name  price. 

C.  Drug  Consumers  and  Payers 

More  than  half  of  all  individuals  in  the  U.S.  obtain  at  least  one  prescription  drug 
each  year  (Kasper,  1982).  The  very  young  and  the  elderly  use  prescribed  drugs  most 
frequently.  The  age  group  with  the  lowest  per  capita  consumption  is  that  between  6  and 
18  years  of  age.  Use  gradually  increases  with  age  after  age  18.  Persons  65  years  of  age 
or  older  account  for  about  30  percent  of  total  prescription  drug  consumption  nationally. 
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About  77  percent  of  drug  purchases  (including  some  OTCs)  are  paid  for 
out-of-pocket  by  consumers.  Medicaid  and  health  insurance  programs  pay  for  about  23 
percent  (Levit,  1985).  Privately  insured  prescription  drug  programs  are  usually 
established  through  union  collective  bargaining  agreements,  and  are  offered  by  all  Blue 
Cross-Blue  Shield  programs  as  well  as  other  major  insurance  companies. 

Medicaid  payments  account  for  almost  8  percent  of  total  expenditures  for  drugs  and 
thus  constitute  the  largest  single  source  of  funding  nationally.  Private  health  programs 
account  for  about  14  percent  (Levit,  1985)  Medicare  does  not  pay  for  prescription  drugs 
except  those  used  while  beneficiaries  are  receiving  care  in  hospitals  or  skilled  nursing 
facilities. 

D.  Competition  in  the  Retail  Drug  Market 

Unlike  other  segments  of  the  health  care  market,  the  retail  prescription  drug 
industry  has  had  a  history  of  intense  competition.  Indications  of  the  competitive  nature 
of  the  retail  drug  market  include: 

•  a  profit  rate  equaling  less  than  4  percent  of  sales; 

•  the  growth  of  large  retail  drug  store  chains; 

•  the  widespread  use  of  retail  drug  advertising;  and 

•  the  large  number  of  retail  drug  establishments. 

Current  data  bear  out  the  competitive  nature  of  the  industry.  Although  the  average 
prescription  price  in  the  chain  drug  industry,  for  example,  increased  from  $4.72  in  1975 
to  $7.24  in  1980,  an  increase  of  53  percent,  the  cost  of  the  drug  product  to  the  pharmacy 
increased  by  more  than  75  percent  (National  Association  of  Chain  Drugstores,  1983). 
The  average  gross  profit  during  the  same  5  year  period  increased  by  less  than  30 
percent.  According  to  Pharmaceutical  Data  Services  (1983)  the  price  of  prescriptions 
rose  11.3  percent  in  1982  while  the  cost  of  drug  products  increased  by  18  percent. 

In  addition  to  the  large  number  of  independent  and  chain  drug  stores,  the  entrance 
of  other  retail  outlets  such  as  health  maintenance  organizations,  food  and  department 
stores,  hospital  outpatient  departments,  and  clinics,  and  the  lack  of  dominance  by  public 
and  private  payers  has  contributed  to  the  competitiveness  of  the  market. 

E.  Cost-Effectiveness  of  Drugs 

Although  there  are  no  definitive  studies  demonstrating  the  economic  benefits,  it  is 
generally  accepted  that  the  proper  use  of  prescription  drugs  is  cost  effective  and  may 
reduce  the  demand  for  hospital  and  physician  services.  Treatment  of  both  chronic  and 
acute  conditions  with  drugs  can  prevent  deterioration  of  patients'  health  and  reduce  the 
need  for  further,  more  intense  services.  Clearly,  patients  can  and  do  experience  adverse 
reactions  to  prescription  drugs  or  suffer  from  drug-induced  illnesses  when  drugs  are 
provided  that  react  in  a  dangerous  way  with  other  drugs  already  being  used  by  the 
recipient.  In  fact,  it  is  estimated  that  about  10  percent  of  all  hospitalization  results 
from  a  reaction  to  prescription  medication.  This  includes  extended  hospitalizations  due 
to  adverse  reactions  incurred  by  patient  while  hospitalized.  A  thorough  study  of 
cost-effectiveness  would  be  needed  to  resolve  these  contradictory  assertions. 
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F.    Price  Inflation 


Price  inflation  in  the  prescription  drug  market  was  characterized  by  slow  growth  up 
to  the  beginning  of  this  decade.  This  trend  has  now  reversed.  In  the  early  1970s,  the 
cost  of  the  drug  product  and  the  cost  of  pharmacy  overhead  each  made  up  about  one  half 
of  the  total  prescription  charge.  Today,  the  product  cost  now  accounts  for  about  80 
percent  of  the  prescription  reimbursement.  Specifically,  the  CPI  for  prescription  drugs 
increased  only  9.3  percent  from  1966  to  1975  while  the  prices  of  all  goods  and  services 
had  risen  by  more  than  60  percent  and  medical  care  by  about  70  percent.  By  1980,  the 
CPI  for  all  health  care  had  risen  more  than  165  percent,  while  prescription  drugs  had 
increased  by  only  55  percent.  However,  prescription  drugs  are  now  one  of  the  most 
inflationary  parts  of  the  medical  CPI.  As  mentioned  above,  between  1980  and  1985,  the 
price  of  prescription  drugs  has  increased  by  almost  11  percent  per  year,  while  the  annual 
rate  of  increase  for  all  products  was  8.7  percent.  This  difference  is  more  dramatic  if 
data  for  recent  years  are  compared.  From  1983  to  1985,  prices  for  all  health  services 
increased  by  6.3  percent  while  prescription  prices  increased  by  almost  9.5  percent 
(Bureau  of  Labor  Statistics,  1986). 

These  recent  trends  may  be  attributed  to  several  factors  related  primarily  to  the 
cost  of  the  drug  product.  Among  the  causes  are:  1)  new,  more  powerful  and  effective 
drugs  have  entered  the  marketplace  at  prices  considerably  higher  than  drugs  previously 
prescribed;  2)  recently  enacted  amendments  to  the  patent  laws  allow  for  an  easier  and 
quicker  entrance  of  generically  equivalent  drug  products  which  cause  new  drugs  to  be 
marketed  at  higher  prices  while  patent  protections  are  in  place;  and  3)  increases  in  the 
prices  for  prescriptions  lagged  behind  all  products  for  the  period  1967  to  1981,  and  while 
the  cumulative  increases  still  lag  behind  increases  for  all  other  goods  and  services, 
current  rates  imply  an  attempt  to  catch  up  for  past  slow  growth  (Waldeholz,  1984). 

Regardless  of  the  cause,  however,  these  increases  are  reflected  in  the  increased 
cost  of  prescription  drugs  to  the  Medicaid  program.  As  will  be  discussed,  almost  all  cost 
containment  methods  for  prescriptions  are  directed  at  the  pharmacy  or  the  recipient. 
With  the  exception  of  MAC  and  drug  formularies  (to  be  discussed  below),  little  effort  is 
made  to  contain  drug  product  costs  since  the  Medicaid  program  does  not  contract  with 
drug  manufacturers.  Price  increases  at  the  producer  level  that  are  not  tempered  be 
competition  among  producers  are,  therefore,  accepted  by  Medicaid,  and  expenditures 
increase  accordingly. 


III.  BACKGROUND  ON  PRESCRIPTION  DRUG  COVERAGE  UNDER  MEDICAID 

As  stated  above,  prescription  drug  services  are  widely  covered  by  state  Medicaid 
programs  and  account  for  a  small,  but  significant  portion  of  program  budgets.  The 
following  section  briefly  discusses  the  role  Medicaid  plays  in  the  overall  drug  industry  as 
well  as  background  on  specific  aspects  of  the  Medicaid  prescription  drug  program. 

A.  The  Effects  of  Medicaid  Policy  Industry-Wide 

Since  Medicaid  payments  comprise  only  8  percent  of  all  retail  drug  expenditures, 
one  might  presume  that  Medicaid  policies  should  have  relatively  little  impact  on  retail 
pharmacies.  On  the  contrary,  however,  its  influence  as  the  single  largest  payer  appears 
to  be  far  greater  than  this  volume  would  indicate.  Private  health  insurance  programs 
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tend  to  follow  the  Medicaid  program.  As  will  be  discussed  in  greater  detail  below, 
reimbursement  levels,  cost  containment  policies  and  benefit  structures  for  private 
programs  mirror  Medicaid. 

In  addition,  since  the  inception  of  the  program,  there  has  never  been  a  lack  of 
pharmacy  participation.  Generally,  90  percent  or  more  of  the  nation's  pharmacies 
contract  with  Medicaid  to  provide  services.  This  high  rate  of  pharmacy  participation  is 
driven  by  competitive  forces,  since  pharmacies  wish  to  maintain  their  share  of  the 
market  and  because  Medicaid  beneficiaries,  like  all  consumers,  purchase  cosmetics  and 
other  drug  store  products  in  addition  to  drugs.  Pharmacies  appear  to  be  willing  to 
participate  so  long  as  the  marginal  income  derived  from  the  program  covers  the  marginal 
cost,  although  they  express  general  dissatisfaction  with  the  level  of  payments.  Clearly, 
one  beneficial  result  of  broad  pharmacy  participation  is  that  access  to  prescription  drugs 
by  Medicaid  beneficiaries  has  never  been  a  problem.  Combined,  these  factors  illustrate 
how  Medicaid  policies  tend  to  affect  a  much  larger  portion  of  the  pharmacy's  business 
than  would  be  anticipated. 

B.  Utilization  of  Drug  Services  by  Medicaid  Recipients 

Adult  recipients  in  the  Medicaid  program  use  prescription  drugs  more  than  do 
children.  About  75  percent  of  payments  for  prescription  drugs  are  for  the  aged,  blind 
and  disabled  (Health  Care  Financing  Administration,  1985).  In  fact,  Medicaid  is  a  major 
payer  for  prescription  drugs  for  the  aged  since  Medicare  does  not  provide  outpatient 
prescription  drugs.  AFDC  children  account  for  only  10  percent  of  drug  payments  (Health 
Care  Financing  Administration,  1985). 

For  all  groups,  prescription  drugs  are  the  most  frequent  treatment  following  a  visit 
to  a  physician.  The  aged  and  disabled  tend  to  have  chronic  conditions  such  as 
hypertension,  arthritis,  glaucoma,  and  cardiovascular  problems  which  require  long-term 
drug  treatment.  Children  tend  to  require  prescription  drugs  for  acute  disease  states  such 
as  strep  throat  and  flu. 

C.  Medicaid  Reimbursement  Policy 

Federal  Medicaid  regulations  dictate  the  method  for  reimbursing  prescription  drugs. 
Generally  speaking,  reimbursement  is  made  on  a  retrospective,  fee-for-service  basis 
with  payments  limited  to  the  lower  of  the  pharmacy's  usual-and-customary  charge  or 
the  cost  of  the  drug  product  plus  a  dispensing  fee  (to  cover  pharmacy  overhead  and 
profit).  Simply  stated,  a  provider's  usual-and-customary  charges  for  individual  drugs  are 
recorded  and  compiled  by  Medicaid  program  administrators.  Over  time,  providers  can 
inflate  the  amount  they  charge  all  consumers  for  drugs  and  thereby  increase  their 
usual-and-customary  charges  when  competition  allows  for  such  increases.  The  effect  on 
the  Medicaid  program  of  increased  prescription  charges  to  the  general  public,  however, 
is  ameliorated  by  the  other  upper  reimbursement  limit  of  the  cost  of  the  drug  plus 
dispensing  fee,  since  the  states  do  not  change  the  dispensing  fee  or  the  defined 
acquisition  charge  on  any  regular  or  routine  basis.  Fees  rarely  change  more  frequently 
than  biannually.  The  cost  of  the  drug  product  is  limited  to  either  the  maximum 
allowable  cost  (MAC)  as  set  by  the  federal  government  for  selected  multi-source  drug 
products  (to  be  discussed  below)  or  the  estimated  acquisition  cost  (EAC)  as  determined 
by  the  state. 

In  setting  the  EAC,  state  administrators  estimate  the  actual  cost  to  the  pharmacy 
provider  of  each  drug  product  covered  by  the  program.  Most  states,  until  recent 
months,  used  a  published  average  wholesale  price  (AWP)  as  the  EAC  level.   The  AWP 
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tends  to  overstate  the  actual  cost  to  the  pharmacy  by  about  16  percent  (Department  of 
Health  and  Human  Services,  1984).  However,  states  used  the  AWP  because  of 
administrative  ease  and  low  cost.  The  regulations  also  call  for  the  states  to  establish 
(and  pay,  in  addition  to  the  EAC  or  MAC)  a  dispensing  fee  which  should  reflect  the 
actual  cost  of  pharmacy  overhead  costs  plus  a  reasonable  profit.  Medicaid  dispensing 
fees  tend  to  be  set  at  a  level  below  the  actual  dispensing  costs.  Most  administrators 
acknowledge  that  the  EAC  overstates  acquisition  costs  and  that  the  dispensing  fee 
understates  overhead  costs  plus  profits,  but  believe  that  the  two,  when  added  together, 
tend  to  closely  reflect  the  total  cost  of  product  and  pharmacy  overhead. 

Many  states  have  recently  modified  their  definition  of  EAC  because  of  pressure 
from  HCFA.  The  Department  of  Health  and  Human  Services  Inspector  General  charged, 
in  1984,  that  by  using  the  AWP,  states  violated  the  intent  of  the  reimbursement 
regulations  regarding  EAC  because  the  AWP  is  not  a  true  estimate  of  the  actual  cost  of 
the  product.  Those  states  reducing  the  levels  of  their  EAC  limits  have  not  increased 
their  dispensing  fees  to  account  for  the  lower  product  costs. 

Unfortunately,  these  reimbursement  regulations  do  not  provide  incentives  for 
pharmacy  providers  to  operate  efficiently.  Since  limits  are  set  at  the  lower  of  the  cost 
of  the  product  plus  a  dispensing  fee  or  the  pharmacy's  usual-and-customary  charge, 
there  can  be  wide,  often  inequitable  difference  in  levels  of  reimbursement  across 
providers.  Efficient  pharmacies  will  be  reimbursed  frequently  at  their 
usual-and-customary  charge.  Less  efficient  drug  stores  will  be  paid  a  higher 
rate — either  the  usual-and-customary  charge,  (which  will  be  higher  than  for  the 
efficient  pharmacy),  or  the  product  cost  plus  fee. 

On  the  other  hand,  this  type  of  reimbursement  policy  assures  wide  participation  by 
pharmacies  in  the  Medicaid  program.  While  there  is  a  high  level  of  dissatisfaction  with 
and  complaint  against  the  Medicaid  drug  program  by  pharmacists,  the  wide  participation 
by  drug  retailers  in  the  program  guarantees  accessibility  to  Medicaid  recipients.  Some 
states  in  recent  years  have  been  exploring  the  feasibility  of  limiting  the  number  of 
pharmacy  providers  in  an  effort  to  further  reduce  program  costs.  However,  at  this  time, 
there  do  not  appear  to  be  any  programs  which  result  in  reduced  provider  participation. 

While  access  to  participating  Medicaid  pharmacies  is  not  a  problem,  there  is  little 
advantage  to  the  state  in  restricting  the  number  of  providers.  There  may  be  some  slight 
reduction  in  administrative  costs,  but  the  easy  access  may  outweigh  these  reductions. 
Changing  the  reimbursement  policy  to  favor  more  efficient  pharmacies  or  to  concentrate 
Medicaid  prescription  services  in  a  limited  number  of  pharmacies  on  a  bid  or  capitated 
system  may  be  beneficial  in  reducing  program  costs.  Care  must  be  taken,  however,  to 
provide  good  geographic  distribution  of  pharmacies  to  prevent  access  problems. 

D.    Quality  of  Care  for  Medicaid  Recipients 

There  is  no  evidence  that  Medicaid  policies  adversely  affect  the  quality  of 
pharmaceutical  products  or  their  delivery.  The  federal  Food  and  Drug  Administration's 
control  over  prescription  drugs  ensures  the  quality  of  drug  products.  While  there  is 
evidence  that  some  drug  formularies  (defined  and  discussed  below)  may  reduce  the 
quality  of  care  resulting  in  more  hospitalization  and  greater  number  of  physician 
contacts,  the  carefully  constructed  formulary  appears  to  have  little  adverse  impact. 
Finally,  pharmacies  do  not  appear  to  alter  their  services  to  Medicaid  beneficiaries. 
Given  the  relative  low  margin  of  profit  in  retail  pharmacies,  it  is  more  costly  to  offer 
less  service  of  lower  quality  to  selected  patients  than  to  offer  the  same  services  to  all 
patients. 
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E.    Administrative  Costs  of  Drug  Programs 


Unlike  most  other  Medicaid  services,  outpatient  prescription  drugs  are  strongly 
associated  with  very  high  administrative  costs.  While  accounting  for  a  relatively  small 
portion  of  total  Medicaid  program  costs,  drug  claims  account  for  a  disproportionate 
share  of  all  claims  submitted  for  Medicaid  reimbursement.  Each  claim  is  for  a  small 
dollar  amount  relative  to  more  costly  hospital,  physician  or  nursing  home  claims.  The 
average  Medicaid  reimbursement  per  prescription  is  about  $12,  and  the  average  number 
of  drug  claims  filled  per  recipient  per  year  is  almost  11  claims.  This  large  volume  of 
small  dollar  claims  creates  administrative  problems.  Unless  an  efficient  claims 
processing  system  exists,  administrative  costs  for  drugs  can  approach  benefit  costs. 
There  is  a  growing  trend  toward  computer  and  electronic  tape  submission  of  drug  claims 
as  a  method  of  reducing  administrative  costs  to  both  the  Medicaid  program  and 
pharmacy  providers.  Several  states  reimburse  pharmacies  additional  payments  for  tape 
submission  of  claims. 


IV.  CURRENT  STRATEGIC  PRACTICES  AND  RESULTS 

Since  the  prescribed  drugs  benefit  is  an  optional  program  under  Medicaid,  states 
have  considerable  latitude  in  developing  state  plans.  For  example,  a  state  may  choose 
not  to  provide  a  drug  benefit  at  all,  as  Alaska  and  Wyoming  have  done.  States  which  do 
choose  to  cover  prescription  drugs,  however,  can  implement  a  number  of  policies  which 
are  designed  to  constrain  expenditure  growth.  For  example,  a  state  may: 

•  limit  the  number  of  drugs  covered  through  the  use  of  a  drug  formulary  or  a  drug 
list; 

•  limit  the  number  of  prescriptions  per  recipient  per  month; 

•  limit  the  dollar  amount  paid  for  prescriptions  per  recipient  per  month; 

•  impose  copayments  on  prescriptions; 

•  require  high  utilizers  to  receive  drugs  from  specific  pharmacies,  i.e.,  implement 
"lock-in"  program;  and/or, 

•  set  limits  on  program  payments  for  multi-source  drug  products. 

States  which  cover  drug  benefits  under  Medicaid  actively  engage  in  all  or  some 
combination  of  the  above  policies  in  an  effort  to  contain  expenditures.  Some  of  these 
strategies  are  aimed  at  consumers  and  designed  to  modify  utilization.  Others  are  simply 
limits  on  the  types  of  drugs  covered  or  the  amounts  programs  will  pay  for  them. 
Unfortunately,  while  these  policies  are  widely  used,  very  little  formal  study  of  their 
impact  on  quality  of  care,  recipient  access  to  care,  or  total  Medicaid  program 
expenditures  has  taken  place.  For  example,  prescription  drugs  may  be  effective  in 
reducing  use  of  hospital  and  other  costly  services,  but  policies  which  reduce  drug 
utilization  or  control  the  cost  of  prescriptions  may,  in  turn,  result  in  increased  hospital 
expenditures  due  to  worsened  patient  conditions.  It  is  worth  noting  that  a  one-day  stay 
in  a  hospital  for  one  patient  can  be  as  expensive  as  the  total  drug  benefit  costs  for  3  to  7 
Medicaid  recipients. 
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Current  policies  widely  used  by  states  are  discussed  below,  with  the  exception  of 
limits  on  program  payments  which  will  be  addressed  in  Section  V. 

A.    Use  of  Drug  Formularies 

Strictly  defined,  a  drug  formulary  is  a  compilation  of  drug  products  and  dosages 
which:  1)  assist  physicians  and  other  prescribers  in  determining  rational  drug  therapy; 
and  2)  inform  patients  and  pharmacists  concerning  which  drugs  can  or  will  be  used  to 
treat  patients'  conditions.  Under  the  Medicaid  program,  however,  the  term  is  frequently 
used  to  identify  a  list  of  drugs  approved  for  reimbursement.  Physicians  can  use  any  drug 
to  treat  a  patient,  but  the  state  will  pay  only  for  those  drugs  allowed  by  the  formulary. 
These  formularies  are  usually  termed  positive  formularies.  Others  may  list  drugs  which 
are  excluded  from  reimbursement  under  the  program;  these  are  called  negative 
formularies.  A  formulary  may  be  "closed"  meaning  that  the  list  is  very  restrictive,  or 
"open"  meaning  the  list  is  very  broad.  Most  states'  closed  formularies,  however,  have  an 
"escape  clause"  which  will  allow  reimbursement  for  nonlisted  products  upon  special 
authorization  by  the  state  for  unusual  conditions. 

All  but  three  states  place  some  limits  on  the  coverage  of  prescription  drugs.  Some 
categories  of  drug  products  such  as  vitamins,  food  supplements,  antiobesity  products,  and 
cough  and  cold  preparation  are  excluded  in  26  states,  and  18  states  have  positive  or 
negative  drug  formularies. 

States  usually  establish  a  formulary  advisory  committee  which  recommends  drugs  to 
be  included  or  excluded  from  the  program,  however,  final  decisions  are  often  made  by 
program  administrators  with  an  eye  toward  budget  restraints.  Unfortunately,  positive 
and  negative  formularies  and  exclusion  lists  of  drugs  tend  to  be  developed  on  the  basis  of 
the  cost  of  the  drug  rather  than  upon  the  benefits  of  its  use.  There  is  no  question  that 
some  expensive  drugs,  particularly  those  marketed  in  recent  years,  are  cost-beneficial. 
The  drug  cimetidine,  for  example,  is  quite  expensive,  yet  it  is  highly  effective  in  the 
treatment  of  such  diseases  as  duodenal  ulcers,  and  often  reduces  the  need  for  expensive 
surgery.  Studies  have  demonstrated  the  cost-effectiveness  of  the  drug  relative  to  other 
modes  of  treating  ulcers  (Pharmaceutical  Manufacturers  Association,  1982).  Yet, 
several  states  initially  excluded  the  drug  from  their  Medicaid  programs.  The  issue  is 
further  clouded  by  the  fact  that  many  patients  can  be  effectively  treated  for  ulcers  by 
using  low  cost,  over-the-counter  antacids.  A  few  states  do  not,  however,  provide  drug 
coverage  for  over-the-counter  products,  thereby  assuring  frequent  use  of  more 
expensive  legend  products  such  as  cimetidine. 

There  has  been  considerable  debate  about  the  effects  of  formularies  or  restrictive 
drugs  lists  upon  the  quality  of  care  and  total  program  costs.  One  study  did  show,  despite 
some  design  problems,  that  the  elimination  of  some  categories  of  drugs  increased  the 
cost  of  hospitalization  (Hefner,  1980).  A  similar  follow-up  study  suggested  that  a  very 
restrictive  formulary  had  the  same  results  (Hefner,  1980).  Both  studies  were  deficient  in 
that  no  evaluation  of  the  therapeutic  effects  of  the  elimination  of  a  limited  number  of 
products  was  made.  In  other  words,  a  more  carefully  constructed  list  of  noncovered 
categories  of  drugs  or  individual  drug  products  may  have  produced  different  results. 

Some  independent  work  on  developing  a  positive  formulary  based  upon  therapeutic 
evaluations  has  been  done  in  recent  years  (Rucker,  1985).  However,  no  study  has  yet 
determined  the  effects  of  such  a  formulary  upon  the  quality  of  care  artd  the  cost  of  a 
drug  program  under  Medicaid.  California  has  agreed  to  conduct  a  study  comparing  an 
unrestricted  drug  program  against  its  highly  restrictive  formulary  system.  Similar 
studies  in  other  states  would  be  helpful. 
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B.  Monthly  Limits  on  the  Number  of  Prescriptions  or  Dollar  Amounts  Per  Recipient 

Several  states  place  limits  on  the  number  of  prescriptions  per  recipient  per  month, 
and/or  limits  on  total  dollars  per  recipient  per  month  spent  for  drugs  in  order  to  contain 
costs.  Again,  careful  studies  of  how  these  policies  affect  cost,  quality  and  access  are 
lacking.  The  impact  of  these  programs  on  annual  average  Medicaid  drug  expenditures 
per  recipient  are  mixed.  Texas,  which  limits  the  number  of  prescriptions  per  month  to  3, 
has  the  highest  average  prescription  reimbursement  and  the  13th  highest  average  cost 
per  recipient  for  prescription  drugs.  Arkansas  place  a  4-prescription  limit  per  month  and 
has  the  second  highest  average  expenditures  per  recipient.  Missouri,  on  the  other  hand, 
places  a  five-prescription  per  month  limit  and  ranks  40th  in  the  average  expenditures  per 
recipient.  Finally,  New  Jersey  has  no  limit  on  the  number  of  prescriptions  and  ranks 
32nd. 

Florida  limits  its  prescribed  drug  coverage  to  $22  per  recipient  per  month,  or  $150 
per  month  for  nursing  home  patients.  The  recipient  is  restricted  to  one  pharmacy  per 
month  in  order  to  adequately  monitor  the  dollar  amount  of  drugs  dispensed.  Once  the 
$22  limit  has  been  reached,  either  the  pharmacist  or  the  physician  may  apply  to  the  state 
for  an  "excess  grant"  when  the  recipient  needs  additional  prescription  drugs.  The  state 
rarely  denies  these  requests.  Florida's  average  drug  expenditure  per  recipient  is  the 
ninth  highest  among  all  Medicaid  programs. 

C.  Cost  Sharing 

A  National  Governors'  Association  survey  shows  that  21  states  impose  copayments 
upon  prescription  drugs  in  an  effort  to  reduce  utilization  of  drugs  (National  Governors' 
Association,  1985).  The  overall  effects  of  copayments  upon  program  costs  is  unclear, 
however.  Eight  states  with  prescription  copayments  rank  among  the  top  twenty  states  in 
terms  of  average  annual  expenditures  per  recipient  for  prescription  drugs,  while  four  of 
the  eight  states  with  the  lowest  average  annual  expenditures  per  recipient  also  impose 
copayments.  Studies  indicate  that  program  costs  decline  immediately  after  copayments 
are  imposed  (Nelson  et.  al.,  1984),  but  long  term  effects  are  less  clear.  For  example, 
North  Carolina  experienced  an  increase  in  its  drug  program  costs  one  year  after 
copayments  were  imposed.  In  most  cases,  it  is  difficult  to  measure  the  effects  of 
copayments  because  most  states  utilize  more  than  one  cost  containment  method 
simultaneously. 

It  should  be  noted  that  such  pharmaceutical  demand-reduction  strategies  directed 
toward  the  recipient  may  have  adverse  effects  upon  both  the  quality  of  care  and  the 
demand  for  other,  more  expensive  Medicaid  benefits,  such  as  physician  services  and 
hospitalization.  Unfortunately,  no  studies  reveal  whether  copayments  effectively  induce 
recipients  to  make  rational  decisions  regarding  which  prescriptions  to  forego,  and  which 
prescriptions  to  fill.  In  theory,  they  should  not  purchase  unnecessary  or  marginally 
needed  medications,  but  it  is  clear  that  most  recipients,  and  consumers  in  general,  do  not 
possess  the  expertise  to  make  those  decisions. 

Based  upon  a  study  of  copayments  on  drugs  for  Medicare  beneficiaries,  it  is  likely 
that  while  copayments  may  not  alter  drug  use  for  some  patients,  for  other  they  can 
result  in  prescriptions  not  being  filled  (Hefner,  1978).  If  this  is  true  for  Medicaid,  the 
payment  for  the  physician  visit  that  produced  the  prescription  was  probably  wasted. 
Additionally,  if  the  drugs  would  have  controlled  or  alleviated  a  disease,  failure  to  obtain 
the  medication  may  result  in  subsequent  utilization  of  more  expensive  health  care 
services. 
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One  issue  that  does  seem  clear  is  that,  in  the  Medicaid  program,  drug  copayments 
fall  disproportionately  upon  the  aged,  disabled  and  blind  who  must  use  prescribed  drugs 
to  treat  chronic  conditions.  The  more  ill  the  patient  the  greater  the  burden. 
AFDC-related  recipients  generally  use  fewer  drugs  and  when  they  do,  they  are  used  to 
treat  acute  medical  problems,  most  of  which  are  self-limiting  and  not  life-threatening. 
Patients  on  drugs  used  to  treat  chronic  conditions,  on  the  other  hand,  frequently  need  the 
medication  to  survive  or  remain  ambulatory. 

The  use  of  cost  sharing  under  Medicaid  is  discussed  in  greater  detail  in  Addendum  A 
to  Chapter  5. 

D.  Recipient  Lock-In  Programs 

States  commonly  attempt  to  control  recipient  utilization  of  prescription  drugs 
through  another  method:  recipient  "lock-in"  programs.  Unlike  monthly  limits  placed  on 
the  number  of  prescriptions  or  dollars  paid  for  prescriptions  (discussed  above)  which  are 
applied  systemwide  to  all  Medicaid  recipients,  "lock-in"  programs  specifically  target 
only  high-utilizers  of  drug  services.  (The  "lock-in"  model  is  also  widely  used  by  states  to 
restrict  recipients  to  individual  primary  care  physicians.  Discussion  here  will  focus  from 
the  perspective  of  drug  programs). 

Recipients  demonstrating  excessive  or  inappropriate  utilization  patterns  are 
identified  by  states  either  through  referrals  (from  sources  such  as  providers  or  health  and 
welfare  departments),  or  through  computer-generated  (Medicaid  Management 
Information  Systems)  exception  reports.  Exception  reports  generally  array  utilization 
rates  (number  of  prescriptions,  number  of  days'  supply  of  drugs,  number  of  different 
pharmacies,  etc.)  across  all  recipients,  determine  "normal"  standards,  and  select  out 
those  recipients  falling  above  the  levels  that  the  states  determine  to  be  acceptable. 
Actual  values  assigned  to  these  criteria  vary  greatly.  Maryland  uses  an  exception  limit 
of  10  prescriptions  per  quarter,  while  West  Virginia  sets  its  limits  at  26  per  quarter. 
Manual  reviews  are  then  conducted  to  distinguish  between  high  utilization  which  is 
appropriate  and  necessary,  and  that  which  is  not.  Those  individuals  whose  high  use  rates 
are  not  deemed  to  be  appropriate  are,  after  a  fair  hearing,  locked-in  to  a  single 
pharmacy  provider.  This  pharmacy  is  then  given  responsibility  for  dispensing  all 
prescribed  drugs  and  medical  supplies  to  the  restricted  recipient  as  well  as  for 
monitoring  their  drug  utilization.  With  the  exception  of  emergency  situations,  only  the 
lock-in  pharmacy  may  bill  Medicaid  for  services  provided  to  the  assigned  recipient. 

It  is  generally  believed  that  these  programs  are  effective  in  1)  containing  program 
costs  by  reducing  utilization  and  eliminating  "doctor  shopping"  and  2)  improving  quality 
of  care  by  managing  utilization  through  a  single  provider. 

In  1985,  37  states  had  lock-in  programs  (Bartlett  et.  al.,  1985).  Of  these,  23 
programs  related  specifically  to  pharmaceutical  services.  Twenty-nine  states 
maintained  the  option  of  imposing  dual  restriction  programs,  i.e.,  they  limit  recipients  to 
one  primary  care  physician  and  one  pharmacy.  Such  dual  programs  are  based  on  the 
realization  that  the  vast  majority  of  all  utilization  behavior,  including  drugs,  is 
determined  at  the  physician  level.  In  all,  approximately  64,000  recipients  were 
restricted  under  these  programs,  or  about  44  of  every  10,000  Medicaid  recipients 
nationwide.  By  far,  the  largest  lock-in  program  in  the  country  is  Illinois':  42,000 
enrollees  or  65  percent  of  all  lock-in  recipients  across  the  country.  Other  states  with 
significantly  large  programs  are  New  Jersey  (over  8,000  recipients),  New  York  (5,000) 
and  Pennsylvania  (approximately  2,800). 
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Data  from  1982  (the  most  recent  year  for  which  such  data  are  available)  on  all  types 
of  lock-in  programs  show  that  they  are  generally  successful  in  reducing  utilization 
(National  Governors'Association,  1985).  An  estimated  $28.3  million  in  gross  savings  was 
reported  by  those  25  states  which  provided  dollar  estimates  of  the  impact  of  their 
lock-in  programs.  This  translates  into  average  annual  savings  of  $1,019  per  restricted 
recipient.  When  administrative  costs  are  offset  against  these  gross  savings,  lock-in 
programs  still  appear  to  be  quite  cost-effective.  Annual  net  savings  averaged  $877  per 
capita  across  all  programs.  The  average  savings  per  dollar  expended  under  lock-in 
programs  was  $12.79. 

E.  Computer  or  Electronic  Submission  of  Claims 

Public  and  private  drug  program  administrators  are  increasingly  concerned  with  the 
high  administrative  costs  of  processing  a  large  number  of  small  dollar  value  claims. 
Errors  by  pharmacies  in  preparing  claims  or  by  state  data  processing  personnel  entering 
data  into  computers  lead  to  increased  administrative  costs.  Public  and  private  plans  are 
moving  to  the  elimination  of  paper  claims  by  encouraging  pharmacies  to  submit  claims 
on  computer  tape  or  through  an  electronic  system. 

Texas  has,  since  the  beginning  of  its  Medicaid  program,  encouraged  the  use  of 
computer  tape  submission  by  reimbursing  pharmacies  which  use  this  approach  at  higher 
rates  than  pharmacies  which  submit  paper  claims.  Several  states  now  either  pay  for  tape 
or  electronic  submissions  or  encourage  their  use.  Most  chain  and  large  scale  pharmacies 
presently  have  computer  systems  which  greatly  facilitate  tape  or  electronic 
submissions.  Smaller  pharmacies  often  use  service  firms  which  process  claims  and 
submit  them  directly  to  third  party  program  administrators. 

These  approaches  to  claims  processing  reduce  administrative  costs  by  decreasing  the 
number  of  errors  at  both  the  pharmacy  and  the  state  agency  levels,  by  speeding  up  the 
processing,  and  by  reducing  state  labor  costs.  This  method  appears  to  be  one  of  the  most 
cost-effective  policies  that  neither  adversely  affects  access  or  quality  of  care. 

In  summary,  states  have  a  great  deal  of  latitude  in  establishing  a  prescription  drug 
program.  Because  of  the  competitive  nature  of  the  retail  pharmacy  industry,  nearly  all 
pharmacies  participate  in  the  Medicaid  program  and  thus,  patient  access  to  quality 
pharmacy  services  does  not  seem  to  be  restricted  because  of  Medicaid  policies.  On  the 
other  hand,  little  effort  has  been  made  to  determine  the  effects  of  many  program 
restrictions  upon  the  quality  of  care  or  total  cost  of  Medicaid  programs.  Yet,  these 
restrictions  seem  to  be  adopted  with  impunity.  Certainly  there  is  no  evidence  that  any 
one  policy  discussed  thus  far  universally  contains  program  costs. 


V.  RECENT  POLICY  INITIATIVES 

The  policies  discussed  above  are  geared  primarily  to  contain  costs  and  to  affect 
quality  and  access  at  the  pharmacy  and  consumer  levels.  Yet,  the  drug  product  is  the 
most  costly  component  of  prescription  drug  reimbursements  by  Medicaid  and  the  private 
sector.  With  the  exception  of  the  maximum  allowable  cost  program  at  the  federal  and 
state  level,  (discussed  below)  and  the  widespread  use  of  formularies,  policies  have  not 
been  directed  to  controlling  this  costly  component.  Since  there  have  been  very  few  well 
controlled  studies  of  the  relative  effectiveness  and  efficiency  of  prescription  drug 
policies  which  are  targeted  to  control  costs  at  the  pharmacy  and  consumer  levels,  the 
long-range  effects  of  these  policies  on  drug  program  costs,  accessibility  to  needed  drugs, 
quality  of  care,  and  total  Medicaid  costs  remain  unclear. 
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Some  states  have  considered  new  drug  financing  programs  such  as  capitation,  state 
purchase  of  drugs,  and  competitive  bidding  among  pharmacies.  However,  no  state  has 
completed  the  development  and  implementation  of  these  alternatives.  HCFA  has,  for 
the  past  6  years,  evaluated  existing  reimbursement  policies  but  has  not  formally 
recommended  any  changes.  Two  possible  reimbursement  policies,  the  Pharmacists 
Incentive  Program  (PhIP)  and  the  Competitive  Incentive  Program  (CIP),  (to  be  discussed 
below)  have  recently  surfaced. 

The  following  discussion  will  focus  on  innovative  policy  options  that  merit  careful 
attention  by  state  Medicaid  Directors.  Among  the  various  policy  options,  one  builds  on 
an  existing  federal  program  that  has  been  cost-effective.  A  second  builds  on  an  older 
alternative  that  was  not  cost-effective  before  the  recent  increase  in  drug  product  costs, 
but  shows  promise  in  the  current  environment.  Another  policy  has  been  considered  in  the 
past,  has  never  been  implemented,  but  also  shows  potential  merit. 

A.    State  Maximum  Allowable  Cost  Programs 

In  1976,  the  federal  government  adopted  a  policy  of  setting  upper  limits  on  the 
reimbursement  level  for  generic  equivalent  drug  products.  The  policy,  called  the 
Maximum  Allowable  Cost  (MAC)  Program,  established  a  Pharmaceutical  Reimbursement 
Board  which  reviewed  Medicaid  expenditures  for  prescription  drug  products  and 
identified  multi-source  products  with  wide  variation  in  prices  charged  by  the  producers. 
Upper  limits  on  these  drugs  were  established  at  the  lowest  prices  at  which  the  products 
were  widely  and  consistently  available  to  pharmacies.  The  concept  of  the  MAC  limit 
was  not  the  result  of  federal  policy  development.  Several  states  had  already 
implemented  similar  programs  without  FDA  review.  States  thus  had  little  problem 
implementing  the  new  federal  policy. 

This  policy  was  adopted  at  a  time  when  the  question  of  therapeutic  equivalence 
among  generic  drugs  was  under  intensive  question.  In  order  to  assure  quality  of  care,  the 
FDA,  by  regulation,  was  required  to  carefully  review  each  drug  under  consideration  to 
ensure  that  equivalency  existed.  The  MAC  process  was,  therefore,  administratively 
cumbersome. 

A  few  intensive  studies  of  the  federal  MAC  program  have  been  carried  out,  showing 
that  the  program  produces  savings  at  the  state  and  federal  level,  and  that  Medicaid 
patient  access  to  quality  drug  products  is  not  impaired  (Lee  and  Hefner,  1983).  No 
evidence  of  a  lack  of  therapeutic  response  to  any  MAC  drug  has  ever  been  demonstrated. 

From  November  1977  to  December  1982,  54  MAC  limits  were  established.  These 
limits,  set  at  the  federal  level,  apply  to  all  state  Medicaid  programs.  No  new  limits  have 
been  set  since  1982,  although  the  number  of  generically  available  drugs  have 
dramatically  increased  and  changes  in  the  federal  laws  have  eliminated  the  need  for  FDA 
review.  Ten  of  the  54  limits  have  been  suspended  because  of  changes  in  the  market 
prices  for  these  products. 

Several  states  have  recently  recognized  the  potential  savings  that  an  expanded 
state-level  generic  program  could  bring  to  their  Medicaid  programs  without  adversely 
affecting  the  quality  of  care.  Citing  the  lack  of  recent  expansion  in  federal  MAC  limits 
and  the  increased  number  of  generically  available  drugs,  these  states  have  developed 
state  MAC  programs.  Twenty-four  states  have  adopted  state  programs  and  several 
others  are  actively  considering  such  a  move. 
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B.  Generic  Incentive  Programs 


As  an  alternative  to  developing  state-specific  MAC  limits,  two  states  have 
implemented  generic  incentive  programs.  Connecticut,  in  an  effort  to  provide  a  positive 
incentive  for  pharmacies  to  operate  efficiently  has  adopted  such  a  program,  believing 
that  pharmacists  will  use  low  cost  products  if  there  is  an  economic  benefit.  Rather  than 
adopting  a  list  of  state-set  MAC  limits,  Connecticut  originally  paid  pharmacies  a  50  cent 
bonus  if  the  pharmacists  used  a  generic  product  instead  of  a  higher  priced  brand  name 
version.  The  state  estimates  savings  of  more  than  $1  million  per  year  under  the 
program.  The  bonus  is  small  compared  to  the  savings,  and  administrative  costs  are  low 
because  no  list  of  MAC  limits  must  be  developed,  regulated,  and  promulgated.  The 
incentive  has  recently  been  increased  to  $1.00  and  the  state  legislature  has  requested 
that  a  more  comprehensive  study  of  savings  be  undertaken.  Delaware  is  now 
experimenting  with  a  similar  program.  These  programs  are  viable  due  to  recent  federal 
legislative  changes  which  established,  within  the  FDA,  a  formal  generic  drug  application 
process  which  includes  tests  for  quality  and  effectiveness. 

C.  Pharmacists  Incentive  Program  (PhIP) 

HCFA  has  recently  discussed  its  proposed  generic  incentive  plan,  called  PhIP,  with 
some  Medicaid  directors  and  national  pharmacy  groups.  Under  the  plan,  HCFA  would 
identify  high  volume  drug  products  that  are  generically  available  to  pharmacies.  HCFA 
would  set  a  generic  floor  rather  than  an  upper  limit  on  costs.  The  floor  would  be  the 
average  wholesale  price  (AWP)  for  the  lowest  cost  generic  drug  multiplied  by  150 
percent.  Pharmacy  providers  would  be  paid  the  floor  plus  the  state  fee.  An  incentive 
payment  which  pharmacies  could  keep  would  be  the  difference  between  the  actual  cost 
of  a  drug  product  and  the  floor.  In  no  case  would  the  incentive  be  less  than  $1  or  more 
than  $5.  The  plan  would  be  optional  to  the  states. 

The  program  was  designed  as  a  method  for  simplifying  the  MAC  program  and 
expanding  the  use  of  generic  drug  products  through  the  use  of  financial  incentives. 
HCFA  has  received  encouragement  from  state  Medicaid  directors  and  limited 
encouragement  from  pharmacy  organizations.  Obviously,  brand  name  drug 
manufacturers  who  do  not  encourage  generic  drug  use  have  opposed  the  plan.  HCFA  has 
indicated  that  it  may  propose  new  MAC  rules  at  some  point  in  1986.  These  rules  may 
include  PhIP. 

The  proposal  has  merit  in  that  access  to  quality  care  would  not  be  adversely 
affected  and  the  program  would  be  administratively  simple.  It  is  limited,  however,  in 
possible  savings,  since  only  a  few  drugs  would  be  covered  under  the  program.  This  is  due 
to  the  fact  that  the  agency  plans  to  limit  PhIP  to  only  high  volume  drugs.  In  contrast, 
the  Connecticut's  generic  incentive  approach  does  not  suffer  from  this  type  of  limitation. 

D.  Drug  Utilization  Review 

Drug  utilization  review  programs  (DUR)  have  long  been  considered  an  excellent 
approach  toward  controlling  a  prescription  drug  program.  DUR  plans  encompass  a  study 
of  past  prescribing  patterns  of  physicians,  dispensing  practices  of  pharmacists,  and  drug 
use  by  patients.  Physicians  who  constantly  prescribe  high  cost  medications  or  an 
excessive  number  of  prescriptions  are  identified,  and  a  peer-educational  program  is 
initiated.  Similar  programs  are  used  to  change  inefficient  pharmacy  dispensing 
practices,  and  overuse  and  misuse  of  drugs  by  patients. 
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Several  DUR  programs  developed  in  the  early  to  mid-1970s  showed  that  the 
programs  can  be  effective,  but  unfortunately,  administrative  costs  exceeded  savings. 
However,  recent  increases  in  drug  product  costs  have  revived  interest  in  DURs.  Several 
states  have  initiated  new  programs.  DUR  systems  are  often  designed  to  identify  possible 
drug  interactions  and  adverse  drug  reactions  in  an  effort  to  prevent  hospitalization  of 
Medicaid  patients.  State  experiences  show  that  the  programs  require  a  long-term 
physician  education  program  and  that  their  results  are  not  immediate.  Generally,  it 
takes  states  approximately  six  months  to  identify  a  problem  and  initiate  action.  While 
potential  savings  appear  to  far  exceed  program  costs,  no  studies  on  actual  savings  have 
been  conducted. 

With  increasing  availability  of  pharmacy  computer  terminals,  on-line  DUR  programs 
are  now  possible.  Such  an  approach  would  prevent  multiple  prescriptions  for  the  same 
drug  and  expose  possible  drug  interactions  or  adverse  reactions  before  the  drug  is 
dispensed.  Corrective  action  could  then  be  initiated  before  the  patient  is  exposed  to 
risk.  The  savings  in  both  the  drug  program  and  reduced  hospitalization  are  potentially 
large.  Such  an  approach  would  improve  the  quality  of  care  with  no  adverse  effect  upon 
access.  A  few  states  are  exploring  the  possibility  of  such  a  system,  but  start-up  costs 
appear  to  be  an  impediment. 

A  DUR  program  requires  cooperation  between  state  Medicaid  programs,  physicians 
and  pharmacists.  DUR  committees  of  providers  review  potential  problems  and  initiate 
corrective  action.  Medicaid  programs  must,  therefore,  properly  inform  the  provider 
community  of  the  value  of  DUR  systems,  and  continually  update  providers  on  the  system 
and  its  procedures.  DUR  does  appear,  at  this  time,  to  be  an  economically  viable  option. 

E.    Controlling  Drug  Product  Cost 

Very  few  cost  containment  strategies  employed  by  states  are  geared  towards 
controlling  the  most  expensive  component  of  drug  reimbursement:  the  drug  product.  As 
stated  above,  most  efforts,  with  the  exception  of  MAC  programs  and  DUR,  are  directed 
at  either  pharmacy  reimbursements  or  recipients  and  their  access  to  drugs.  MAC 
addresses,  in  a  small  way,  the  cost  of  the  drug  product  by  eliminating  payment  for  more 
costly  drugs  when  generic  equivalent  products  are  available,  however,  the  number  of 
drug  products  that  can  be  covered  under  the  MAC  program  is  limited.  New,  expensive 
single  source  products,  usually  with  patent  protection,  cannot  be  covered  under  MAC 
since  there  are  not  alternative  sources  for  the  product. 

States  have  other  options  open  to  them  besides  MAC  which  more  directly  address 
drug  product  cost  escalation.  These  include  drug  manufacturer  rebates,  and  bulk 
purchase  and  negotiated  discounts.  These  two  options  deal  with  important  issues  in 
prescription  drug  programs.  They  reduce  the  cost  of  care  without  1)  shifting  costs  to 
other  Medicaid  services,  2)  impeding  recipient  access  to  pharmacy  providers  or  drug 
products,  and  3)  adversely  affecting  the  quality  of  care.  Both  options  operate  under  the 
assumption  that  despite  discounted  prices,  manufacturers  can  still  realize  profits  due  to 
the  large  volume  of  products  sold  to  Medicaid  programs. 

Such  efforts  to  contain  the  cost  of  the  drug  product  are  difficult,  however. 
Medicaid  does  not  contract  directly  with  drug  manufacturers,  making  it  difficult  to 
negotiate  price.  The  options  discussed  below  all  require  some  changes  in  the  current 
relationship  between  the  program  and  the  manufacturer. 
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1.  Bulk  Purchase/Negotiated  Discounts 


It  should  be  noted  that  even  products  that  can  be  covered  under  MAC  are  frequently 
obtained  at  costs  well  below  the  supplier's  price  to  retail  pharmacies.  Hospitals,  HMOs 
and  governmental  agencies,  as  individual  entities,  can  purchase  drug  products  at  prices 
significantly  lower  than  those  available  to  even  the  largest  retail  pharmacies  which  may 
purchase  larger  quantities.  A  state  hospital,  clinic,  or  prison  can  purchase  a  drug 
product  at  less  than  half  the  price  the  Medicaid  program  must  pay  pharmacies  in  order  to 
reimburse  them  for  the  cost  of  the  drug.  The  volume  of  products  paid  for  through 
Medicaid  is  generally  larger  than  that  purchased  by  the  state  for  its  own  use. 

Under  this  option,  states  would  contract  directly  with  manufacturers  to  either 
purchase  drug  products  for  use  in  their  Medicaid  program  or  to  negotiate  discounts  that 
would  be  paid  directly  to  the  state  by  the  manufacturers  for  products  used  in  the 
programs.  Bulk  purchase  would  require  the  state  to  receive,  store,  and  distribute  the 
drugs  to  pharmacies.  States  could  contract  with  drug  wholesalers  to  carry  out  these 
functions,  however,  the  problem  of  controlling  inventory  use  by  pharmacies  makes  this 
approach  administratively  difficult. 

A  negotiated  discount  approach  is  similar  to  the  rebate  system  discussed  below. 
Under  such  arrangements,  the  state  would  maintain  claims  records  showing  the  volume 
of  each  drug  used  in  the  program.  Manufacturers  would  then,  based  on  volume, 
reimburse  the  state  for  the  negotiated  discount  amount. 

2.  Manufacture  Rebates 

California  and  Michigan  have  considered  plans  designed  to  reduce  the  cost  of  the 
drug  product  to  Medicaid  which  would  rely  upon  a  drug  manufacturer's  rebate  to  the 
state  for  products  paid  for  through  the  Medicaid  program.  In  its  simplest  form,  the  state 
would  pay  pharmacies  the  cost  to  the  pharmacy  for  the  product  and  then  bill  the 
manufacturer  directly  for  a  negotiated  discount.  California  never  implemented  their 
plan,  although  it  still  retains  legislative  authority  to  do  so.  Michigan  implemented 
their's  on  a  limited  number  of  drugs,  but  was  stymied  by  lack  of  response  by 
manufacturers.  While  the  program  has  never  been  fully  implemented,  it  is  an  option  that 
deserves  more  attention  as  drug  product  prices  increase. 

Drug  manufacturers  generally  oppose  rebates,  negotiated  discounts,  and  bulk 
purchases  because  these  approaches  reduce  the  companies'  revenues  without  gaining 
them  much  advantage.  Drug  firms  are  price  discriminators,  and  thus  have  multiple 
pricing  programs  which  are  designed  to  maximize  revenues.  Theoretically, 
manufacturers  should  be  amenable  to  volume  purchasing  and  rebates,  so  long  as  the 
increased  volume  of  products  sold  offsets  the  cost  of  reducing  prices.  Discounts  are 
given  to  some  institutions  such  as  hospitals  because  the  use  of  the  drug  in  the  hospital 
helps  promote  the  general  use  of  the  drug,  and  the  discount  is  considered  a  promotional 
cost.  Other  discounts  are  granted  because  of  reduced  costs  of  dealing  with  the  buyer. 
Presumably  Medicaid,  as  the  single  largest  payer,  could  fall  into  this  latter  category. 
However,  manufacturers  argue  that  none  of  these  conditions  exist  in  the  Medicaid 
program,  and  since  Medicaid  buys  through  the  retail  market,  it  should  pay  the  retail 
price.  A  rebate  or  discount  system  is  therefore  viewed  as  interfering  with  the  normal 
pricing  policies  widely  used  by  manufacturing  firms. 
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F.  Covering  Over-the-Counter  Products. 


An  alternative  that  many  states  use  to  indirectly  address  the  issue  of  high  drug 
product  costs  is  to  reimburse  under  Medicaid  not  only  drugs  that  can  be  dispensed  by 
prescription,  but  also  over-the-counter  products.  Analgesics,  antacids,  laxatives,  cough 
preparations  and  children's  vitamins,  for  example,  are  available  over-the-counter  at 
prices  considerably  below  prescription-only  products.  While  not  all  patients  can  be 
treated  with  over-the-counter  products,  considerable  savings  are  available  if  they  can  be 
used  whenever  possible.  Some  states  do  not  cover  over-the-counter  products  because  of 
problems  of  control.  Medicaid  patients  can  abuse  the  program  by  obtaining  these 
products  and  distributing  them  to  others.  This  problem  can,  however,  be  controlled  if 
the  state  limits  payments  to  over-the-counter  products  prescribed  by  physicians. 

Other  states  refuse  to  cover  over-the-counter  products  because  they  believe 
patients  can  afford  to  purchase  these  products  on  their  own.  However,  the  evidence 
shows  that,  left  with  no  other  alternative,  physicians  prescribe  more  expensive 
prescription  products  if  Medicaid  does  not  pay  for  nonprescription  products.  In  many 
cases,  over-the-counter  products  are  easily  accessible  to  Medicaid  beneficiaries  and 
provide  quality  care  without  restricting  physician's  prerogatives. 

G.    Competitive  Incentive  Plan  (CIP) 

As  mentioned  previously,  today's  retail  prescription  drug  market  is  highly 
competitive,  and  not  dominated,  as  are  the  hospital  and  physician  markets,  by  health 
insurance  reimbursements.  The  Medicaid  program  could  reduce  administrative  and 
program  costs  if  it  took  advantage  of  that  competition  rather  than  using  regulatory 
pricing  mechanisms.  Federal  reimbursement  policies  presently  do  not  extend  such 
flexibility  to  states.  Modifications  to  regulations  could  allow  state  initiatives  that  would 
effectively  use  competition  to  control  costs  and  to  reward  efficient  pharmacy  providers. 

The  Department  of  Health  and  Human  Services  has  discussed  such  an  option  with 
some  Medicaid  directors  and  national  pharmacy  groups.  The  option,  called  the 
Competitive  Incentive  Plan  (CIP),  would  pay  pharmacies  their  usual-and-customary 
charge  for  a  prescription  with  an  upper  limit  at  the  90th  percentile  of  all  charges  in  the 
state.  The  concept  is  based  upon  the  assumption  that  the  retail  drug  market  is  highly 
competitive  and  that  pharmacies  cannot  increase  charges  without  risking  the  loss  of 
private  paying  patients.  The  program  would  also  encourage  the  use  of  generically 
equivalent  products  by  paying  for  the  brand  name  products  at  the  70th  percentile  of  all 
charges  and  low  cost  generics  at  the  pharmacy's  usual-and-customary  price. 

This  approach  would  not  adversely  affect  recipient  access  or  the  quality  of  care.  It 
would  reduce  administrative  costs  because  the  state  would  not  have  to  establish  EAC 
limits  or  set  dispensing  fees.  It  would  not  increase  audit  costs  since  states  already  must 
audit  for  usual-and-customary  charges.  The  present  disagreements  between  pharmacy 
providers  and  Medicaid  directors  over  reimbursement  limits  would  be  eliminated.  The 
approach  has  merit  and  the  states  should  encourage  DHHS  to  allow  its  testing  on  at  least 
a  limited  basis. 

VI.  SUMMARY 

Prescription  drugs  are  one  of  the  most  widely  covered  of  all  Medicaid  "optional" 
services;  all  state  Medicaid  programs  but  two  contain  some  type  of  drug  coverage. 
Medicaid  expenditures,  in  federal  fiscal  year  1984,  totaled  just  under  $2.0  billion  or  5.8 
percent  of  all  Medicaid  payments. 
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The  retail  drug  market  in  general,  in  which  Medicaid  represents  the  single  largest 
financer  of  services,  is  characterized  by  intense  competition.  Competitive  pressures 
create,  among  other  effects,  a  very  high  rate  of  participation  by  pharmacies  in  the 
Medicaid  program;  approximately  90  percent.  For  this  reason,  access  to  prescription 
drugs  by  Medicaid  recipients  is  rarely  a  problem. 

Prescription  drug  reimbursements  are  presently  one  of  the  most  inflationary 
components  of  Medicaid.  States  currently  use  several  methods  in  an  effort  to  control 
these  program  costs,  including: 

•  use  of  drug  formularies; 

•  setting  monthly  limits  on  the  number  of  prescriptions  per  recipient; 

•  setting  montly  limits  on  the  dollar  amount  paid  for  prescriptions  per  recipient; 

•  imposing  recipient  cost  sharing  on  prescriptions; 

•  locking  high  utilizers  into  specific  pharmacy  providers;  and 

•  establishing  limits  on  program  payments  for  multi-source  drug  products. 

Unfortunately,  the  main  force  driving  prescription  drug  inflation  has  been  increases 
in  drug  product  costs  at  the  manufacturer  level.  With  the  exception  of  the  last  policy 
listed,  all  of  the  strategies  widely  used  by  states  at  present  focus  instead  upon  controling 
costs  at  the  retail  pharmacy  and  Medicaid  recipient  levels.  Additionally,  there  have  not 
been  any  definitive  studies  on  the  effects  these  policies  have  upon  the  quality  of  care, 
the  availability  of  needed  drugs,  and  the  cost  of  other  services,  such  as  hospital  and 
physician  care.  The  Medicaid  program  would  benefit  from  an  independent  study  of  the 
effects  of  existing  policies  upon  accessibility,  not  to  drug  providers  which  has  never  been 
a  problem,  but  to  needed  drug  products,  and  upon  the  interactive  relationships  between 
various  Medicaid  services. 

Several  new  and  innovative  cost  containment  strategies  merit  further  attention  at 
the  state  and  federal  level.  Policies  which  directly  address  drug  product  cost  inflation 
and  which  take  advantage  of  the  competitive  nature  of  the  retail  drug  market  to  reduce 
costs  and  induce  efficiencies  may,  in  the  long  run,  hold  a  great  deal  more  promise  for 
significantly  impacting  Medicaid  programs  in  an  effective  manner. 

Initiatives  which  states  are  encouraged  to  investigate  include: 

•  state-level  maximum  allowable  cost  (MAC)  programs; 

•  generic  drug  incentives; 

•  pharmacists  incentive  programs  (PhIP); 

•  drug  utilization  review  (DUR); 

•  controling  drug  product  costs  through  bulk  purchasing,  negotiated  discounts,  and 
manufacturers  rebates; 

•  coverage  of  over-the-counter  products  (OTCs);  and 

•  competitive  incentive  programs  (CIPs). 
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All  of  these  approaches  have  the  potential  for  controling  Medicaid  costs  without 
adversely  effecting  quality  of  care  or  recipient  access.  Due  to  Medicaid's  prominant 
role  in  the  financing  of  prescription  drug  services,  state  and  federal  governments  are  in 
an  unusually  favorable  position  from  which  to  leverage  considerable  influence  over  the 
design  of  reimbursement  policies  specifically,  and  the  structure  of  the  retail  market  in 
general. 
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Chapter  7 
PHYSICIAN  REIMBURSEMENT 


By 

Elliot  K.  Wicks 


I.  OVERVIEW 

The  central  role  of  physicians  in  the  health  delivery  system  makes  physician 
reimbursement  policy  an  important  consideration  in  any  discussion  of  Medicaid  cost 
management  reform.  Unfortunately,  there  are  no  simple  formulas  for  Medicaid  programs 
to  apply  to  reduce  physician  costs  and  still  achieve  the  other  objectives  of  the  program. 
As  will  be  shown,  there  are  many  barriers  to  be  overcome  in  designing  new  approaches  to 
physician  reimbursement.  Many  of  these  constraints  are  due  to  the  nature  of  medical 
services  as  an  economic  product  and  to  the  unique  position  which  physicians  occupy  in  the 
medical  care  system.  Any  payer  attempting  to  design  a  reimbursement  system  would 
have  to  deal  with  these  constraints.  Other  constraints  are  unique  to  Medicaid.  It  would 
be  a  mistake,  however,  to  assume  that  the  existence  of  such  constraints  makes  reform 
impractical.  There  are  things  that  can  be  done,  and  the  early  evidence  from  some  states 
that  have  tried  innovative  reforms  suggests  that  further  experimentation  is  worthwhile. 
The  medical  care  system  is  currently  in  a  state  of  very  rapid  evolution,  and  many  of  the 
changes  that  are  occurring  provide  enhanced  opportunities  to  introduce  new  ideas  and  to 
try  new  policies.  For  the  most  part,  the  changes  strengthen  the  hand  of  buyers  relative  to 
providers,  and  Medicaid  programs  should  take  advantage  of  this  shift  in  relative  position. 

The  material  which  follows  is  designed  to  help  policy  makers  understand  the  issues 
that  have  to  be  addressed  in  designing  a  physician  reimbursement  system.  Rather  than 
attempting  to  provide  detailed  descriptions  of  particular  policies,  the  material  is  generic 
and  conceptual  in  nature.  Its  purpose  is  to  help  policy  makers  understand  the  elements  of 
a  physician  reimbursement  system,  the  problems  that  must  be  overcome  in  designing  a 
system,  and  the  range  of  alternative  approaches  from  which  policy  makers  can  choose. 

The  chapter  begins  with  an  explanation  of  physicians'  central  role  in  the  medical 
system.  Next  comes  a  brief  outline  of  the  objectives  that  policy  makers  need  to  keep  in 
mind  in  designing  a  reimbursement  system.  The  discussion  then  turns  to  an  analysis  of  the 
constraints  on  Medicaid  reform  and  the  changes  in  market  conditions  which  improve 
prospects  for  reform.  The  next  section  addresses  the  key  elements  of  any  physician 
reimbursement  system — how  to  define  the  unit  of  services  for  which  physicians  are  to  be 
paid  and  how  to  establish  a  price  for  each  unit  in  such  a  way  that  patients'  health  needs 
are  met  in  the  most  economical  way.  The  paper  concludes  with  a  brief  but  specific 
description  of  several  alternative  approaches  to  physician  reimbursement. 

A.    The  Central  Hole  of  Physicians 

In  considering  possible  Medicaid  cost  management  reforms,  it  is  critical  to  look  at 
physician  reimbursement  policies,  for  several  reasons. 
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First  and  most  obviously,  physicians  play  a  central  role  in  the  delivery  of  care.  They 
serve — or  should  serve — as  the  entry  point  to  the  medical  care  system.  Patients  with 
ailments  which  need  attention  normally  begin  their  search  for  relief  by  seeking  the 
counsel  of  a  physician.  It  is  the  physician  who  is  trained — and  often  the  only  person  who 
is  legally  allowed — to  take  the  steps  that  are  necessary  to  provide  the  patient  with  the 
other  resources  needed  to  treat  the  problem,  whether  that  be  a  prescription,  admission  to 
a  hospital,  or  other  therapy.  To  a  great  extent,  access  to  a  physician  is  access  to  the 
whole  medical  care  system  because  the  physician  is  the  "gatekeeper"  of  that  system  and 
the  coordinator  of  care.  Thus,  a  Medicaid  reimbursement  system  which  is  to  provide 
appropriate  access  for  Medicaid  recipients  must  be  designed  so  that  the  reimbursement 
incentives  are  strong  enough  to  assure  that  sufficient  numbers  of  appropriately  trained 
physicians  serve  Medicaid  patients. 

A  second  reason  for  focusing  on  physicians  is  that  the  services  they  provide  directly 
account  for  a  significant  part  of  the  total  Medicaid  bill.  In  fiscal  year  1984,  Medicaid 
physician  services  cost  more  than  $2.2  billion,  which  represented  about  6.6  percent  of 
total  Medicaid  expenditures,  as  illustrated  in  Chart  #1.  (Health  Care  Financing 
Administration,  1985).  (For  the  AFDC-related  Medicaid  population,  over  16  percent  of 
the  bill  was  paid  to  physicians.)  Although  payments  to  physicians  are  not  nearly  as  large 
as  those  to  hospitals  or  other  providers  of  institutional  care,  the  total  bill  is  big  enough 
that  it  is  useful  to  investigate  the  potential  for  savings. 


Chartl 
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A  third,  and  perhaps  the  most  important  reason,  to  consider  physician  reimbursement 
policies  is  that  physician  practices  have  a  profound  effect  on  total  health  care  costs,  an 
effect  that  far  exceeds  the  amount  that  is  directly  spent  for  physicians  services.  Because 
physicians  are  the  managers  of  care  once  the  patient  has  gained  entry  to  the  medical 
system,  the  decisions  they  make  largely  determine  how  much  will  be  spent  to  diagnose  and 
treat  the  patient's  problem.  Patients  seek  out  physicians  for  the  very  reason  that  they 
themselves  have  inadequate  knowledge  to  make  technical  decisions  about  what  medical 
services  they  need.  Because  the  physician  is  the  expert,  patients  will  normally  consume 
the  kind  and  quantity  of  services  the  physician  recommends.  This  is  most  obviously  true 
for  hospitalized  patients,  where  the  physician  determines  what  tests  are  performed,  what 
therapy  the  patient  receives,  and  the  length  of  the  stay.  Thus  many  of  the  health 
resource  allocation  decisions  for  a  given  patient  are  made  by  doctors,  and  those  decisions 
directly  influence  the  level  of  costs.  The  conventional  wisdom  is  that  the  decisions 
doctors  make  account  for  perhaps  70  percent  to  80  percent  of  the  total  health  bill  for  the 
general  patient  population.  (For  the  Medicaid  population  the  proportion  may  be  lower 
because  of  the  large  part  of  the  total  that  is  accounted  for  by  long-term  care,  where 
physician  decisions  play  a  lesser  role  in  determining  costs.) 

If  there  were  no  room  for  discretion  when  physicians  determine  what  diagnostic 
procedures  to  order  and  what  therapy  to  prescribe,  there  would  be  little  reason  to 
consider  the  impact  of  physician  reimbursement  policy  on  physician  practice  patterns. 
Good  care  would  be  narrowly  defined,  and  the  only  task  would  be  to  provide  sufficient 
payment  levels  to  assure  that  physicians  would  offer  that  level  of  care.  The  fact  is, 
however,  that  there  is  much  room  for  discretion  in  making  diagnostic  and  treatment 
decisions.  Different  physicians  faced  with  a  patient  with  a  particular  medical  problem 
might  choose  to  treat  the  patient  in  quite  different  ways,  using  different  combinations  of 
resources  and  spending  different  amounts.  All  of  the  treatment  patterns  might  fall  well 
within  the  range  of  what  is  medically  acceptable.  But  some  of  the  physicians'  diagnostic 
and  treatment  patterns  might  be  much  more  costly  than  others. 

There  is  much  evidence  that  physicians  sometimes  adopt  practice  patterns  that  are 
more  expensive  but  apparently  no  more  effective  than  other  treatment  patterns  that  they 
could  utilize.  In  part,  the  differences  reflect  the  fact  that  accepted  standards  of  medical 
practice  seldom  dictate  the  precise  course  of  treatment.  But  the  differences  are  also  a 
result  of  the  fact  that  decisions  are  influenced  by  non-medical  factors,  such  as  physician 
and  patient  preferences,  financial  incentives,  convenience,  liability  concerns,  etc.  Thus  a 
major  objective  of  a  physician  reimbursement  system  should  be  to  create  incentives  for 
physicians  to  choose  treatment  patterns  that  are  of  acceptable  quality  but  which  are  as 
inexpensive  as  possible. 

Although  payment  incentives  are  certainly  not  going  to  be  the  most  important  factor 
in  determining  the  decisions  that  a  physician  makes  in  planning  a  course  of  treatment,  at 
the  margin  decisions  can  be  influenced  by  the  way  in  which  the  physician  is  paid.  And 
marginal  changes  by  large  numbers  of  physicians  can  have  an  important  influence  on  the 
total  cost  of  care,  as  is  illustrated  by  the  dramatic  changes  that  have  taken  place  in 
hospital  utilization  by  Medicare  patients  since  the  introduction  of  DRG  hospital 
reimbursement. 

B.    Design  Objectives 

In  considering  cost  management  reforms  for  reimbursing  physicians  (or  any  other 
provider,  for  that  matter),  it  is  important  to  keep  in  mind  the  objectives  of  such  a 
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system.  In  the  most  general  sense,  the  objective  is  to  design  a  system  that  produces  the 
needed  number  of  quality  services  for  the  lowest  possible  level  of  expenditure.  More 
specifically,  the  objectives  are  to  enhance  access,  economy,  predictability,  and  quality: 

•  Access.  The  reimbursement  system  must  provide  economic  incentives  that  are 
sufficient  to  call  forth  a  supply  of  primary  and  specialty  care  services  that  is 
adequate  to  meet  the  health  needs  of  patients.  Further,  the  services  must  be 
available  in  locations  and  settings  that  are  convenient  and  acceptable  to  Medicaid 
patients. 

•  Economy.  Reimbursement  incentives  should  encourage  efficient  use  of  resources 
in  order  to  lower  total  costs.  The  number  of  units  of  service  should  be 
appropriate  —  no  more  (nor  less)  than  what  is  medically  necessary.  The  services 
should  be  provided  in  the  least  expensive  appropriate  setting.  And  the  mix  of 
resources  should  be  the  least  expensive  mix  that  is  appropriate  for  the  condition. 
In  short,  reimbursement  systems  should  include  incentives  that  reward  efficient 
patterns  of  medical  practice  and  penalize  inefficient  resource  use. 

•  Predictability.  The  reimbursement  system  should,  to  the  greatest  extent  possible, 
allow  policy  makers  to  predict  accurately  what  total  outlays  will  be  for  some 
reasonable  period  into  the  future  so  that  frequent  mid-period  supplemental 
appropriations  or  program  changes  are  not  necessary. 

•  Quality.  The  system  should  create  incentives  for  physicians  to  provide 
high-quality  care  to  all  patients  in  need  and  to  treat  Medicaid  patients  with  the 
same  care  and  quality  of  service  that  is  provided  to  private-pay  patients.  To  be 
avoided  are  incentives  which  reward  "skimming" — taking  only  patients  who  can  be 
treated  profitably — or  which  reward  "skimping" — providing  fewer  services  thus 
jeopardizing  patient  welfare. 

Of  course,  designing  any  system  involves  balancing  these  objectives.  It  is  virtually 
impossible  to  design  a  system  which  provides  incentives  that  positively  influence  all  of  the 
objectives  at  once.  Measures  to  promote  economy,  for  example,  may  negatively  affect 
access  or  quality.  Lowering  physician  fees  may  produce  immediate  savings,  but  if 
participation  rates  decline,  access  is  reduced,  the  quality  of  service  may  diminish  because 
physicians  spend  less  time  with  patients,  and  ultimately  total  costs  may  rise  because 
people  end  up  going  to  emergency  rooms  or  because  an  untreated  minor  illness  becomes  a 
major  illness.  The  task  is  to  design  a  system  which  attacks  the  cost  problem  but  provides 
adequate  monitoring  and  checks  so  that  any  negative  consequences  for  access  or  quality 
are  detected  and  can  be  offset  by  other  measures. 

C.    Constraints  on  Medicaid  Reform 

Although  there  is  substantial  evidence  that  the  prevailing  methods  of  paying 
physicians — in  particular,  fee-for-service  systems — do  not  encourage  physicians  to  use 
resources  most  efficiently,  the  opportunities  for  making  major  reforms  to  increase 
efficiency  will  vary  from  situation  to  situation. 

In  some  markets,  particularly  certain  central  cities,  Medicaid  eligibles  may  make  up 
a  significant  part  of  the  patient  population  and  thus  account  for  a  substantial  part  of 
physician  revenue  in  the  area.  Moreover,  in  many  instances,  the  Medicaid  business  is  not 
evenly  distributed  among  physicians;  for  some  physicians,  Medicaid  clients  are  a  major 
source  of  business  so  that  Medicaid  reimbursement  represents  a  large  share  of  their 
income.    In  these   markets,   Medicaid  programs   may  have   considerable   latitude  in 


-  180  - 


attempting  to  introduce  new  reimbursement  policies,  because  these  physicians  cannot 
afford  to  react  to  policy  changes  by  simply  refusing  to  treat  Medicaid  patients.  In  other 
markets,  the  constraints  on  introducing  reform  are  greater  because  Medicaid  patients 
account  for  a  relatively  small  proportion  of  patients  and  physician  revenue.  Nationally, 
Medicaid  reimbursement  to  physicians  represents  approximately  3  percent  of  total 
physician  revenue  (Gibson  et.  al.,  1984).  System  wide,  when  Medicaid  represents  such  a 
small  proportion  of  total  revenue,  the  possibilities  for  influencing  physician  behavior  in 
the  desired  way  are  more  limited  than  for  payers  who  have  a  larger  share  of  the  market. 
If  revenue  from  Medicaid  patients  represents  a  very  small  proportion  of  an  individual 
physician's  total  revenue,  he  or  she  may  simply  ignore  the  measures  which  are  introduced 
to  encourage  greater  efficiency  because  the  income  benefit  from  changing  behavior  is  too 
slight  to  make  the  change  worthwhile.  Alternatively,  if  the  physician  views  the  policy 
changes  as  being  onerous,  he  or  she  can  afford  to  simply  refuse  to  accept  Medicaid 
patients.  Neither  outcome  is  desirable. 

A  second  constraint  that  Medicaid  policy  makers  face  is  that  in  many  states  Medicaid 
payment  rates  for  physician  services  are  already  well  below  what  most  other  payers  pay. 
The  last  comprehensive  review  of  Medicaid  physician  payment  rates  showed,  for  example, 
that  a  large  majority  of  state  Medicaid  programs  paid  physician  fees  that  were  below 
what  Medicare  paid.  Three  states  with  large  Medicaid  programs — Pennsylvania,  New 
York,  and  New  Jersey — paid  less  than  half  of  Medicare  rates.  The  rates  in  17  other 
states,  including  most  of  the  states  with  the  largest  Medicaid  programs,  were  less  than  80 
percent  of  Medicare  rates  (Holahan,  1984).  Where  this  pattern  prevails,  it  will  be  difficult 
for  policy  makers  to  try  to  realize  savings  by  reducing  fees  any  further  without  creating 
barriers  to  access.  The  research  shows  that  physicians  are  quite  responsive  to  changes  in 
Medicaid  prices.  For  example,  a  10  percent  increase  in  fees  might  be  expected  to 
increase  physician  participation  rates  by  about  5  percent  (Held  and  Holahan,  1985). 
Presumably,  a  reduction  in  fees  would  produce  an  effect  of  similar  magnitude  in  the 
opposite  direction.  So  attempts  to  restrain  fees  in  states  where  Medicaid  fees  are  already 
relatively  low  could  be  expected  to  have  the  undesirable  effect  of  reducing  physician 
participation  and  recipient  access.  However,  certain  other  kinds  of  cost  containment 
policies  that  are  targeted  at  physicians  may  still  prove  effective. 

The  low  fees  paid  by  Medicaid  also  place  limits  on  the  capacity  to  reduce  costs  by 
negotiating  favorable  price  arrangements  with  physicians,  as  Preferred  Provider 
Organizations  (PPOs)  often  do.  Some  purchasers  can  save  money  by  offering  to  direct 
patients  to  a  specified  group  of  physicians  if  the  physicians  will  reciprocate  by  providing 
services  at  rates  below  their  usual  charge.  Such  an  arrangement  could  be  profitable  to 
physicians  because  of  the  increased  volume  of  patients  it  would  bring  to  them.  But 
Medicaid  cannot  save  money  directly  by  negotiating  lower  fee  levels  in  the  areas  where 
Medicaid  fees  are  already  much  lower  than  the  rates  other  purchasers  pay;  the  physicians 
will  not  find  the  arrangement  attractive.  In  fact,  to  enjoy  some  of  the  other  cost-saving 
possibilities  of  such  negotiated  arrangements  (primarily  reductions  in  unnecessary  hospital 
utilization),  Medicaid  may  have  to  be  willing  to  increase  the  fees  paid  to  physicians  to 
induce  them  to  negotiate  such  contracts. 

Medicaid's  power  to  influence  physician  behavior  by  using  economic  incentives  is 
limited  by  another  fact:  because  Medicaid  is  a  program  for  poor  people,  it  is  more 
difficult  to  employ  commonly  used  economic  incentives  to  influence  recipient  behavior 
and  choices.  PPOs  and  HMOs  may  be  able  to  attract  middle-class  enrollees  by  reducing 
patient  deductibles  or  copayments.  But  for  most  Medicaid  services,  recipients  do  not  pay 
copayments  or  deductibles;  so  such  incentive  can't  be  used.  (In  Addendum  A  to  Chapter  5, 
issues  surrounding  cost  sharing  under  Medicaid  are  discussed  specifically).  There  is  thus 
often  very  little  reason  for  Medicaid  recipients  to  choose  more  efficient  delivery  systems 
or  more  efficient  providers  unless  the  reward  for  choosing  these  providers  is  more 
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extensive  coverage.  But  adding  to  coverage  as  an  inducement  increases  the  cost  of  the 
program.  The  net  effect  is  that  it  is  difficult  to  give  recipients  complete  freedom  of 
choice  and  still  reward  efficient  providers  by  assuring  them  a  supply  of  customers  in 
exchange  for  maintaining  economical  practice  patterns. 

Several  states  such  as  Georgia  have  attempted  to  move  the  delivery  of  certain 
services  from  the  hospital  setting  to  less  costly  sights  by  adjusting  their  physician 
reimbursement  rates  to  make  it  more  financially  attractive  for  physicians  to  perform 
certain  procedures  on  an  ambulatory  basis.  These  efforts  are  described  in  detail  in 
Chapter  5:  The  Management  of  Medicaid  Inpatient  Hospital  Expenditures. 

D.    New  Market  Conditions 

Although  Medicaid  faces  substantial  limits  on  its  ability  to  introduce  changes  in 
physician  reimbursement,  some  changes  occurring  in  the  health  care  market  may  make 
cost  management  easier. 

The  most  significant  of  these  changes  is  the  very  rapid  increase  in  the  supply  of 
physicians.  Between  1981  and  1990,  the  nation's  physician  supply  will  rise  by  27  percent 
(Health  Resources  and  Services  Administration,  1985).  Because  the  growth  of  the 
population  has  not  kept  pace,  many  physicians  will  find  themselves  with  fewer  patients 
than  they  would  like.  As  the  physician  supply  continues  to  grow,  physicians  in  more  and 
more  areas  will  be  competing  for  patients.  Consequently,  they  may  be  much  more  willing 
to  accept  Medicaid  patients  and  to  tolerate  various  reforms  that  are  designed  to  influence 
their  practice  patterns  and  encourage  economy. 

There  is  also  some  preliminary  evidence  that  the  growth  of  the  physician  supply  is 
resulting  in  some  improvement  in  the  geographic  distribution  of  physicians.  This  trend,  if 
it  continues,  may  also  enhance  access  for  Medicaid  patients  in  certain  areas  and  give 
Medicaid  greater  flexibility  in  introducing  reimbursement  changes  in  those  area.  As  the 
supply  of  physicians  expands  relatively  to  the  potential  patient  supply,  physicians  will  be 
less  ready  to  refuse  to  participate  simply  because  they  dislike  some  Medicaid  policy 
change. 

A  consequence  of  the  growth  in  the  physician  supply  is  that  more  physicians  have 
become  involved  in  HMOs,  PPOs,  and  other  alternative  delivery  and  financing 
arrangements.  Thus  physicians  are  less  likely  to  react  to  innovative  arrangements  that 
Medicaid  might  introduce  as  totally  alien  attempts  to  limit  their  autonomy.  More  and 
more  physicians  realize  that  the  rule  can  no  longer  be  "business  as  usual"  and  that 
purchasers,  both  government  and  business  alike,  are  going  to  use  their  power  to  manage 
the  flow  of  patients  to  assure  that  they  are  getting  the  maximum  product  for  the  dollars 
they  spend. 

The  growth  in  the  physician  supply  is  not  the  only  resource  change.  Excess  hospital 
capacity  is  increasing  almost  everywhere  because  hospital  utilization  is  falling.  The 
timing  of  the  beginning  of  the  rapid  drop  in  utilization  suggests  that  Medicare's 
prospective  payment  (DRG)  system  was  a  major  cause.  Of  course,  other  payers,  including 
Medicaid  programs,  have  been  implementing  various  techniques  to  curb  utilization,  and 
these  undoubtedly  are  having  an  effect  also.  But  even  payers  who  do  not  have  the 
incentives  in  place  that  would  be  expected  to  produce  such  a  change  appear  to  be  reaping 
benefits  in  the  form  of  reduced  utilization.  Evidently  there  is  a  transfer  effect:  as 
physicians  have  altered  the  way  they  treat  Medicare  patients  in  response  to  the  hospital's 
need  to  curb  costs  under  the  DRG  payment  system,  they  have  apparently  also  altered  the 
way  they  treat  non-Medicare  patients. 
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The  excess  supply  of  physicians  and  hospital  capacity  is  changing  the  health  care 
market  from  a  seller's  market  to  a  buyer's  market.  Astute  physicians  realize  that  large 
buyers  will  be  aggressive  in  exploiting  their  new  market  advantage  and  that  physicians 
will  have  to  adapt  to  the  new  situation  to  survive. 


II.    STATE  POLICY  ALTERNATIVES 

Total  expenditures  for  physician  services  are  the  product  of  the  number  of  units  of 
service  provided  times  the  price  (fee)  per  unit  of  service.  It  follows  that  two  basic  issues 
must  be  addressed  in  establishing  a  reimbursement  system:  (1)  how  is  a  unit  of  service  to 
be  defined,  and  (2)  how  is  the  price  per  unit  to  be  established.  As  will  be  shown,  the 
answers  to  the  answers  to  the  two  questions  will  have  an  important  effect  on  the  number 
of  services  which  will  be  provided  and  whether  or  not  reasonable  limits  need  be 
established. 

A.    Defining  the  Payment  Unit 
1.  Service  "Bundles" 

The  definition  of  the  unit  of  service  is  a  critical  one  because  that  definition  has  a 
very  important  effect  on  physician  incentives.  The  fundamental  question  is  to  what 
extent  the  definition  will  involve  "bundling"  of  services.  At  one  extreme,  services  can  be 
defined  in  very  small  units  without  any  appreciable  bundling.  This  is  the  practice  in  the 
traditional  fee-for-service  system:  a  physician  is  paid  a  separate  fee  for  each  individual 
procedure — each  test,  each  office  visit,  each  unit  of  therapy,  etc.  The  object  is  to  pay 
for  each  uniquely  defined  and  discrete  unit  of  service.  At  the  opposite  extreme  is 
payment  for  a  bundle  of  services  that  is  defined  as  all  of  the  medical  services  that  the 
patient  needs  during  a  specified  and  fixed  period  of  time,  typically  a  year.  Capitation 
payment,  as  used  by  HMOs,  is  the  prototype  of  this  way  of  defining  the  unit  of  service.  In 
between  these  two  extremes  are  many  ways  of  defining  the  unit  of  service  as  some 
combination  or  bundle  of  services.  For  example,  a  single  fixed-value  payment  may  be 
made  for  all  the  services  necessary  to  treat  a  patient  falling  into  a  particular  diagnosis 
category  (the  DRG  system).  Similarly,  payment  could  be  made  for  treating  a  particular 
episode  of  illness  (a  patient  day  in  a  hospital  for  example),  or  for  all  services  of  a 
particular  type  (mental  health  services,  for  example)  needed  during  a  specified  period.  In 
each  case,  the  amount  of  payment  for  each  unit  of  service  is  the  same  regardless  of  the 
specific  mix  of  services  the  provider  selects  to  treat  the  patient. 

This  bundling  approach  is  currently  used  to  some  extent  for  certain  kinds  of 
well-defined  physician  services.  For  example,  surgeons  typically  receive  a  single  payment 
for  both  the  operation  and  post-operative  care,  and  obstetricians  are  often  paid  a  single 
fee  for  pre-natal,  delivery,  and  post-natal  care.  In  these  instances,  however,  the  payment 
is  usually  for  the  physician's  services  only;  other  procedures  are  billed  separately. 

One  advantage  of  "unbundling"  and  paying  for  narrowly  defined  units  of  service  is 
that  the  system  is  familiar  and  acceptable  to  physicians.  Moreover,  it  is  relatively  easy 
to  identify  each  service  uniquely  and  attach  a  price  to  it.  Perhaps  most  importantly, 
fee-for-service  can  be  viewed  as  an  equitable  system,  in  the  sense  that  it  automatically 
reimburses  physicians  for  the  costs  of  delivering  an  unusually  large  number  of  services  to 
patients  with  heavy  care  needs.  The  major  disadvantage  from  the  standpoint  of  the  payer 
is  that  the  payer  is  paying  for  inputs,  not  outputs.  Instead  of  paying  for  the  product  (the 
successful  treatment  of  the  patient),  payment  is  made  for  the  "raw  materials"  that  are 
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used  to  produce  that  product.  The  situation  is  analogous  to  paying  a  house  builder  not  for 
the  completed  building  but  for  the  nails,  bricks,  lumber,  and  hours  of  labor  that  go  into 
building  the  house.  Such  a  system  provides  little  incentive  for  the  producer  to  be 
economical — quite  the  contrary,  in  theory:  as  long  as  the  producer  makes  a  profit  on  each 
unit  of  input,  the  incentive  is  to  use  more,  rather  than  fewer  inputs.  Traditional 
fee-for-service  payment  is  precisely  such  a  system. 

The  advantage  of  paying  a  fixed  price  for  a  bundle  of  services  when  the  bundle  is 
related  to  treatment  of  some  well-defined  ailment  or  condition  is  that  payment  is  being 
made  for  supplying  an  average,  experience-based  package  of  services.  This  package  can 
be  viewed  as  a  sarrogate  for  a  final  "product".  This  approach  explicitly  gives  the 
physician  the  responsibility  to  decide  what  mix  of  inputs  can  most  effectively  and 
economically  produce  the  product,  that  is,  successful  treatment  of  the  patient.  Since  the 
price  is  fixed  regardless  of  which  particular  inputs  the  physician  chooses,  the  physician  is 
financially  "at  risk"  and  has  strong  incentives  to  choose  the  most  economical  combination 
of  services  (just  as  the  house  builder  tries  to  make  sure  the  house  is  built  with  no  waste  of 
materials  or  labor).  This  approach  also  mitigates  the  need  for  state  regulatory 
mechanisms  (such  as  those  described  in  Chapter  5)  which  attempt  to  reduce  the  provision 
of  unnecessary  services  in  unnecessarily  expensive  settings.  However,  as  with  other 
prepayment  strategies,  there  may  be  an  increased  need  to  assure  that  services  are 
accessible  and  available  to  patients  when  needed. 

2.  Difficulties  in  Bundling 

Although  paying  for  a  bundle  of  services  has  a  strong  conceptual  justification,  the 
approach  involves  several  complications. 

To  extend  the  analogy  with  the  house  builder,  when  the  supplier  is  paid  a 
pre-determined  price  for  the  final  product,  there  is  a  danger  that  the  incentives  to 
economize  on  inputs  could  become  incentives  to  skimp.  Just  as  the  builder  might  be 
tempted  to  use  shoddy  materials  or  cut  corners,  the  physician  who  is  at  risk  might  not 
always  supply  the  amount  and  quality  of  services  that  are  optimum  for  the  patient's 
welfare.  To  protect  against  such  abuse  in  the  construction  industry,  society  has  mandated 
building  codes  and  hired  building  inspectors  to  assure  the  work  is  done  well.  Some  similar 
check  on  quality  is  required  when  physician  payment  is  made  on  this  basis. 

Even  after  the  general  decision  is  made  about  how  large  the  bundle  of  services  will 
be,  policy  makers  must  address  the  technical  problem  of  actually  defining  the  precise 
bundle  of  services  and  attaching  a  fair  price  to  it.  The  problem  is  less  difficult  when 
payment  is  to  be  made  for  providing  all  necessary  health  care  services  during  a  period 
such  as  a  year,  as  with  capitation  payment  used  by  HMOs.  There  is  no  problem 
distinguishing  between  one  kind  of  product  unit  and  another,  since  they  are  all  the  same. 
The  only  problem  is  to  find  a  price  that  covers  the  cost  of  the  efficiently  produced 
services  that  are  necessary  to  treat  the  average  covered  person  for  the  period  of 
coverage. 

But  when  payment  is  for  smaller  bundles  of  services,  such  as  physician  services  per 
episode,  the  problem  of  distinguishing  between  different  bundles  is  critical.  If  payment  is 
to  be  made  for  the  services  necessary  to  treat  a  patient  with  a  particular  condition,  the 
condition  must  be  defined  with  sufficient  precision  that  the  payment  will  be  adequate  to 
cover  the  cost  of  services  but  no  more  than  that.  If  the  definition  of  the  condition  and 
the  payment  do  not  match  precisely,  either  the  physician  will  be  paid  an  excessive  amount 
and  realize  a  windfall  gain  or  the  payment  will  be  inadequate  and  the  physician  will  not  be 
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able  to  cover  the  cost  of  necessary  services  and  will  take  a  loss.  Now,  of  course,  even 
when  conditions  are  precisely  defined,  no  two  cases  are  precisely  alike;  and  so  the 
services  for  treatment  will  be  somewhat  different — and  thus  somewhat  more  or  less 
costly — for  each  case.  This  is  not  a  problem  if  a  physician's  payment  is  just  sufficient  to 
cover  the  cost  of  the  average  case  treated  by  that  physician;  the  cases  for  which  cost 
exceeds  payment  are  offset  by  the  cases  for  which  cost  is  less  than  payment. 

The  need  to  match  payment  to  the  cost  of  the  average  case  raises  another  problem  in 
devising  a  per-case  or  per-episode  reimbursement  system — namely,  how  many  cases  each 
physician  or  group  of  physicians  must  treat  to  assure  that  the  payment  is  appropriate. 
Since  few  cases  will  actually  be  precisely  like  the  average  case  on  the  basis  of  which  the 
fixed  payment  is  determined,  the  total  number  of  cases  must  be  large  enough  to  assure 
that  the  costs  will  "average  out."  The  physicians  are  at  risk  for  the  costs  of  resources 
they  use.  To  make  the  risk  reasonable,  the  physician  or  physician  group  being  paid  has  to 
have  sufficient  numbers  of  cases  to  assure  that  the  more-expensive-than-average  cases 
are  offset  by  the  less-expensive-than-average  cases.  Otherwise,  chance  variations  in  the 
severity  of  cases  might  create  windfall  gains  or  losses.  It  is  thus  difficult  to  apply  this 
system  to  individual  physicians  or  small  groups  of  physicians.  If  the  system  is  applied  to 
small  groups  of  insufficient  size,  the  physicians  have  incentives  to  avoid  risky  cases 
(which  will  incur  costs  in  excess  of  revenue)  and  to  skim  off  the  low-cost  cases.  (It  is 
worth  noting  that  the  incentive  to  skim  is  present  even  when  the  number  of  cases  is 
sufficiently  large.  Profits  can  be  increased  by  taking  only  cases  that  pay  more  than  they 
cost  to  treat). 

There  is  a  trade-off  between  the  number  of  cases  over  which  payment  must  be  spread 
and  the  precision  with  which  each  case  must  be  defined.  If  the  conditions  are  defined 
with  great  precision  so  that  payment  is  very  closely  matched  to  differences  in  patients' 
needs  and  thus  to  the  costs  of  treating  each  patient,  then  the  number  of  cases  each 
physician  or  physician  group  treats  need  not  be  as  large  to  assure  that  the  risk  the 
physicians  assume  is  reasonable.  On  the  other  other  hand,  if  the  physicians  will  be  seeing 
very  large  numbers  of  cases,  the  fixed-payment  rate  need  not  be  so  finely  tuned  to 
account  for  case-by-case  differences  in  resource  needs  and  costs.  This  issue  is  related  to 
the  "bundling"  issue.  The  larger  the  bundle  of  services  for  which  reimbursement  is  to  be 
made,  the  less  specific  the  definition  of  the  case  and  the  larger  the  number  of  cases  which 
the  physician  must  treat  to  eliminate  the  risk  of  windfall  gains  or  losses.  Again,  the 
extremes  are  represented  by  standard  fee-for-service  payment,  on  one  hand,  and 
capitation  as  practiced  by  HMOs,  on  the  other. 

Another  difficulty  is  related  to  the  degree  of  precision  with  which  individual  patients 
can  be  unequivocally  assigned  to  the  appropriate  category.  If  the  assignment  depends 
upon  judgments  made  by  the  physician,  as  it  usually  does,  the  physician  has  an  incentive  to 
categorize  the  patient  in  such  a  way  as  to  assure  the  highest  level  of  payment.  When  the 
categorizing  system  includes  many  categories  so  that  differences  between  patients  in 
successive  categories  are  slight,  it  is  easier  for  physicians  to  assign  the  patient  to  a  higher 
category.  The  experience  with  the  DRG  payment  system  that  Medicare  is  using  to  pay 
hospitals  suggests  that  such  DRG  "creep"  is  something  that  any  episode-  or  case-based 
system  must  be  prepared  to  monitor. 

B.    Establishing  Price  Per  Payment  Unit 

Before  looking  at  specific  ways  to  determine  prices  for  the  services  physicians 
provide,  it  is  important  to  consider,  in  principle,  what  the  price  should  be.  It  is  a  well 
established  doctrine  in  economic  theory  that  resource  allocation  is  optimal  when  price  is 
equal  to  marginal  production  cost  (including  a  reasonable  profit).  In  other  words,  the 
price  should  be  just  equal  to  the  cost  the  producer  incurs  in  producing  another  unit  of  the 
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good  or  service  in  the  most  efficient  manner,  given  the  circumstances  of  the  market.  The 
logic  behind  this  principle  is  easy  to  understand.  If  the  price  is  not  high  enough  to  cover 
the  cost  of  labor,  materials,  and  a  reasonable  profit  associated  with  producing  an 
additional  unit,  suppliers  will  take  a  loss  on  that  unit.  Such  losses  cannot  be  sustained, 
and  suppliers  will  reduce  output  to  avoid  further  losses;  and  thus  insufficient  supplies  of 
the  good  or  service  will  be  available.  On  the  other  hand,  if  price  exceeds  marginal  cost, 
suppliers  will  produce  excessive  amounts  of  the  good.  In  the  health  field,  this  can  occur 
when  the  fee  paid  to  physicians  exceeds  the  cost  he  or  she  incurs  in  providing  a  service,  so 
that  the  physician  makes  above-normal  profits  on  each  unit.  Such  a  system  creates  strong 
incentives  to  provide  more  of  this  service  than  can  be  justified  in  terms  of  the  benefits  to 
the  patient. 

Although  it  may  be  difficult  in  practice  to  devise  a  method  of  paying  physicians  that 
yields  prices  equal  to  marginal  cost,  the  objective  is  still  worth  keeping  in  mind.  Any 
change  that  moves  the  system  in  the  right  direction  represents  an  improvement  in 
resource  allocation  and  is  thus  worth  taking  if  feasible. 

1.     Market-Determined  Systems  and  Administered-Price  Systems 

In  the  most  general  sense,  there  are  two  methods  of  determining  how  to  pay  for  each 
unit  of  physician  services.  One  is  to  pay  a  price  that  is  determined  by  the  operation  of 
market  forces — as  would  occur  if  physicians  were  asked  to  bid  on  the  price  at  which  they 
would  be  willing  to  sell  a  given  quantity  of  some  particular  service  or  set  of  services. 
Determination  of  prices  by  the  action  of  market  forces  is  appropriate  only  if  the  number 
of  suppliers  is  large  enough  and  other  conditions  are  present  to  establish  a  truly 
competitive  situation.  If  these  conditions  are  absent,  the  price  that  is  established  is 
unlikely  to  be  consistent  with  appropriate  resource  allocation. 

The  other  basic  approach  to  price  determination  is  to  set  price  by  administrative 
procedures,  as  occurs  when  fee  schedules  are  used.  The  administered  price  approach  is 
appropriate  when  the  absence  of  competitive  circumstances  makes  it  inappropriate  to  rely 
on  market  forces  to  determine  prices  or  when  policy  makers  wish  to  alter  the 
circumstances  of  the  market  to  achieve  a  particular  objective.  For  example,  price 
administrators  might  decide  to  create  incentives  for  outpatient  surgery  by  paying 
physicians  more  to  perform  a  particular  procedure  on  an  outpatient  basis  than  they  pay 
for  the  same  procedure  when  done  in  an  inpatient  setting.  Now,  of  course,  in  setting 
prices  in  an  administered-price  system,  policy  makers  cannot  ignore  producers'  costs  and 
the  prevailing  market  conditions.  If  the  administered  price  is  below  marginal  cost, 
producers  in  most  circumstances  will  not  be  willing  to  offer  the  service  at  all.  And  if  the 
price  is  above  marginal  cost  but  too  far  below  what  other  payers  offer,  supplies  may  be 
inadequate.  (It  should  be  noted  however,  that  physicians  in  a  number  of  states  serve 
Medicaid  patients  even  though  Medicaid  payment  rates  may  be  beneath  average  costs).* 


*  In  the  latter  situation  the  physicians'  willingness  to  supply  services  will  depend  upon  the 
relationship  between  the  physician  supply  and  the  patient  supply.  If  physicians  do  not 
have  enough  business  to  keep  them  busy,  they  may  be  willing  to  provide  services  to 
Medicaid  patients  if  the  price  is  less  than  what  they  receive  for  supplying  services  to 
non-Medicaid  patients  or,  even  if  the  price  is  below  the  average  cost  of  providing  the 
service.  (See  Held  and  Holahan.)  It  is  important  to  note  that  price  should  be  adequate  to 
cover  marginal  cost  if  physician  supply  problems  are  to  be  avoided,  but  it  need  not 
necessarily  cover  average  cost:  as  long  as  the  price  exceeds  the  cost  of  producing  the 
extra  unit  of  service  to  supply  to  the  Medicaid  patient,  that  last  unit  will  add  to  net 
revenue. 
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2.  Customary,  Prevailing,  and  Reasonable 


In  practice,  few  Medicaid  programs  have  employed  pricing  methods  which  are  purely 
market-based.  In  part,  this  reflects  the  fact  that  the  market  for  physician  services  has 
seldom  been — and  perhaps  cannot  be — truly  competitive  in  nature,  and  so  the  pure  market 
approach  would  not  yield  good  results.  However,  the  "customary,  prevailing,  and 
reasonable"  (CPR)  approach  which  is  used  in  one  form  or  another  by  approximately  half  of 
the  Medicaid  programs  (Holahan,  1984)  (and  is  mandated  for  use  by  Medicare)  takes 
market-determined  prices  as  its  starting  point.  The  CPR  system  as  originally  used  by 
Medicare  took  historical  charges  for  each  service  as  the  basis  for  determining  how  much 
to  pay  a  physician  for  each  service.  Reimbursement  was  limited  to  the  lowest  of  the 
following:  the  physician's  actual  charge,  the  physician's  median  charge  in  a  recent  period 
for  that  service  (customary),  or  the  75th  percentile  charge  of  other  physicians  who 
provide  the  same  service  (prevailing).  The  final  amount  of  reimbursement  was  therefore 
based  on  some  market  price  or  composite  of  market  prices.  The  link  to  the  market  as  the 
basis  for  determining  price  was  clear;  yet  the  system  was  not  a  pure  system,  since 
payment  was  administratively  limited  to  the  lowest  of  three  rates,  one  of  which  was 
artificially  pegged  at  the  75th  percentile  of  what  physicians  typically  charge.  As 
modified  currently,  the  CPR  system,  while  still  having  links  to  market-determined  prices, 
has  moved  even  further  toward  an  administered-price  systems.  Since  1975,  an  Economic 
Index  has  been  applied  to  limit  the  rate  of  increase  of  prevailing  charges  for  both 
Medicare  and  Medicaid. 

3.  Fee  Schedules 

The  other  main  system  used  by  Medicaid  programs — the  fee  schedule  explicitly 
administers  prices.  When  fee  schedules  are  used,  a  ceiling  price  is  established  for  each 
service  (or  each  set  of  services),  and  physicians  are  paid  no  more  than  that  maximum 
price.  The  problem  with  fee  schedule  systems  is  how  to  determine  the  "right"  price.  It  is 
worth  emphasizing  at  the  beginning  of  this  discussion  that  from  the  standpoint  of  the 
Medicaid  program,  the  right  price  is  the  price  that  produces  appropriate  access  to 
services  of  appropriate  quality.  "The  ultimate  test  of  how  well  a  fee  schedule  is 
performing  .  .  .  should  be  in  terms  of  the  quantity,  quality,  and  access  the  fee  schedule 
buys  for  the  amount  the  insurer  spends."  (Hadley  and  Berenson,  1985). 

•    Relative  Value  Scales 

In  practice,  the  usual  basis  for  determining  fee  schedules  for  each  procedure  and 
service  is  to  employ  what  is  known  as  a  "relative  value  scale."  Some  particular  procedure 
or  service  is  defined  as  the  standard  or  common  denominator,  and  the  value  of  every  other 
service  is  established  by  assigning  each  a  weighting  that  is  some  multiple  or  some  fraction 
of  that  common  denominator.  The  assignment  of  relative  weights  requires  that  someone 
make  a  determination  of  the  relative  value  of  each  procedure  or  service — hence,  the  term 
"relative  value  scale."  That  judgment  can  be  based  upon  an  assessment  of  relative 
resource  cost — physician  time,  complexity,  level  of  training  required,  overhead 
requirements,  etc.  Or  it  can  be  based  upon  relative  social  value — value  to  the  patient 
and  society  in  terms  of  the  expected  benefit,  riskiness,  whether  it  is  performed  too  often, 
etc.* 


*  DRG  hospital  reimbursement  under  Medicare  can  be  thought  of  as  a  relative  cost  scale 
system  applied  to  bundled  services.  The  weight  for  each  DRG  is  based  upon  the  average 
costs  incurred  in  treating  patients  within  particular  diagnosis  categories.  The  actual  price 
for  each  procedure  is  derived  by  calculating  a  standard  procedure  price  that  yields  a  total 
expenditure  is  expected  to  be  "budget  neutral." 
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It  is  tempting  to  latch  onto  relative  cost  as  the  sole  basis  for  a  fee  schedule,  because 
assessing  cost  seems  to  be  a  technical  task  that  can  yield  results  that  are  objective  and 
precise,  whereas  an  assessment  of  value  is  inherently  very  subjective.  Moreover,  the 
cost-based  approach  has  the  additional  appeal  that  it  seems  "fair."  It  would  be 
inappropriate,  however,  to  base  fees  on  cost  only.  The  price  of  any  good  or  service  should 
reflect  not  just  the  cost  of  producing  it  but  also  the  value  of  that  good  or  service  to  the 
buyers.  To  put  it  in  economic  terms,  market  prices  are  determined  not  only  by 
supply — what  it  costs  suppliers  to  produce  the  product — but  also  by  demand — the  amount 
consumers  are  willing  to  pay  for  the  product.  It  is  important  to  note  that  the  relative 
cost  and  relative  value  methods  of  assigning  weights  to  a  particular  procedure  might 
produce  very  different  results.  For  example,  a  liver  transplant  might  consume  the  same 
time  and  resources  whether  done  for  a  infant  who  could  then  live  a  normal  productive  life 
or  on  an  aged  alcoholic  with  severe  cirrhosis  whose  life  expectancy  is  not  appreciably 
increased  as  a  result.  Even  though  the  cost  is  approximately  the  same,  the  value  to 
society  probably  is  not.  (Hadley  and  Berenson,  1985)  To  give  another  example,  two 
procedures  may  consume  essentially  equal  resources,  but  one  may  be  very  effective,  the 
other  rather  ineffective.  If  relative  value  is  to  be  the  basis  of  assignment,  the  effective 
one  should  presumably  have  greater  weight.* 

Hadley  and  Berenson  (1985)  have  argued  that  it  is  not  fruitful  to  focus  on  costs  at  all 
when  trying  to  establish  a  fee  schedule. 

"The  'right'  price  from  the  insurers'  point  of  view  need  not  bear  any  direct 
relationship  to  underlying  costs.  If  providers  are  willing  to  supply  as  many 
services  of  a  given  quality  and  convenience  as  insurers  and  patients  want  at  the 
price  they  are  offering  to  pay,  then  the  price  is  fair.  Insurers  may  want  to  take 
costs  into  consideration  in  establishing  fees,  especially  to  guard  against  paying 
too  much  for  a  service.  But,  there  is  no  inherent  reason  why  all  fees  should  be 
a  uniform  percentage  of  costs." 

The  most  widely  known  and  used  relative  value  scale  is  the  California  Relative  Value 
Scale,  which  was  first  published  in  1957  and  last  revised  in  1974.  From  a  conceptual 
standpoint,  it  is  a  cost-related  scale;  the  unit  values  were  based  on  physicians'  charges, 
presumably  on  the  assumption  that  charges  reflected  costs.  (Juba,  1985) 

•    Conversion  Factor 

Once  the  relative  value  or  relative  cost  scale  is  established  so  that  each  procedure 
has  a  relative  weight,  the  price  administrators  must  decide  what  price  to  pay  for  the 
standard  or  average  procedure.  Then,  since  the  value  of  all  other  procedures  is  defined  as 
some  multiple  or  some  fraction  of  the  standard  procedure,  the  price  of  the  standard 
procedure  is  multiplied  times  the  relative  value  for  each  procedure  to  get  the  fee 
schedule.  The  price  of  the  standard  procedure  is  known  as  the  "conversion  factor." 
Although  it  is  typical  to  use  a  single  conversion  factor,  that  is  not  the  only  option.  If  the 
piice  administrators  wish  to  achieve  certain  objectives — for  example,  to  encourage  the 
provision  of  outpatient  services,  home  visits,  evening  office  hours,  etc.  —  they  can  use  a 
different  conversion  factor  (an  incentive  "bonus")  for  some  services  than  they  do  for 
others. 


*  Hadley  and  Berenson  suggest  that  the  process  of  developing  a  fee  schedule  should  be  a 
three-step  process:  first,  develop  the  relative  cost  scale;  second,  modify  it  by  judgements 
of  relative  value;  and  third,  determine  the  conversion  factor. 
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Over  time,  the  conversion  factor  can  be  changed  to  reflect  inflation,  changes  in 
budget  priorities,  etc.,  but  this  can  be  done  without  any  need  to  change  the  relative  cost 
(value)  scale.  By  the  same  token,  the  weights  of  the  relative  cost  (value)  scale  can  be 
adjusted  at  future  dates  to  reflect  better  understanding  of  data,  changes  in  technology, 
etc.* 


III.  THE  CURRENT  SYSTEM 

Before  looking  at  a  sample  of  some  alternative  physician  reimbursement  systems,  it 
is  useful  to  consider  the  advantages  and  disadvantages  of  the  systems  presently  in  use.  As 
indicated  earlier,  state  Medicaid  programs  have  been  about  evenly  divided  in  using  the 
CPR  system  and  fee  schedule  systems  (although  fee  schedules  states  accounted  for  63 
percent  of  Medicaid  physician  expenditures  in  fiscal  year  1979)  (Holahan,  1984).  Both 
systems  are,  of  course,  fee-for-service  systems  and  therefore  exhibit  the  advantages  and 
disadvantages  of  any  fee-for-service  system. 

One  obvious  advantage  of  the  fee-for-service  system  is  its  familiarity  and 
acceptability  to  physicians  because  it  is  the  system  that  has  been  used  by  almost  all 
third-party  payers  for  decades,  payers  and  physicians  are  familiar  with  how  the  system  is 
administered,  and  they  have  well-established  procedures  for  operating  within  it. 
Additionally,  physicians  maintain  a  very  high  level  of  discretion  in  deciding  how  to  treat 
patients  and  are  assured,  under  fee-for-service  that  they  will  be  paid  for  services  they 
provide  —  that  is,  they  are  not  at  risk  for  the  cost.  If  an  individual  patient  does  need  an 
unusually  large  number  of  services,  the  payment  system  will  automatically  cover  their 
costs. 

The  economic  disadvantages  of  any  fee-for-service  system  are  also  well  known.  The 
most  obvious  is  that  the  system  can  encourage  high  levels  of  resource  use  and  high  cost 
because  there  are  no  incentives  for  physicians  to  be  economical  in  deciding  what 
resources  and  techniques  to  use  in  diagnosing  and  treating  patients.  Such  a  system 
rewards  behavior  that  is  cost-promoting:  high  use  of  expensive  services  produces  high 
income.  Even  if  physicians  do  not  consciously  respond  to  these  incentives  by  making 
decisions  that  enhance  their  income,  the  system  provides  no  rewards  for  practice  patterns 
that  economize  on  services.  On  the  contrary,  the  physician  who  is  most  effective  in 
holding  down  use  rates  and  in  choosing  low-cost  resources  will  be  penalized  with  low 
income.  The  system  rewards  quantity  of  service  provided,  not  cost-effectiveness  of  care. 


*  The  need  to  periodically  review  relative  cost  (value)  scales  is  illustrated  by  an  approach 
that  Medicare  is  initiating  to  limit  reimbursement  for  specific  over-priced  procedures. 
Under  the  "inherent  reasonableness"  regulation,  Medicare  is  examining  payment  rates  for 
procedures  which  have  been  made  simpler  —  that  is,  less  resource  intensive  —  because  of 
technological  change.  The  fee  levels  for  these  procedures  were  established  when  the 
procedure  was  first  developed  and  when  the  resource  cost  to  do  the  procedures  was 
significantly  higher  than  it  is  currently.  (Medicare  is  also  looking  at  procedures  for  which 
the  fee  levels  vary  excessively  from  region  to  region.)  Specific  high-volume  procedures 
currently  under  examination  include  pacemaker  implantations  and  replacements,  cataract 
surgeries,  coronary  by-passes,  EKGs,  and  arthroplasty. 
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Although  there  is  still  disagreement  among  researchers  concerning  the  extent  to 
which  physician  can  "create"  demand,  the  danger  is  sufficiently  great  that  it  is  clear  that 
policy  makers  who  do  choose  fee-for-service  payment  must  couple  it  with  a  very 
effective  utilization  review  system.  Without  effective  utilization  monitors  and  controls, 
Medicaid  programs  which  try  to  limit  expenditures  for  physician  services  by  lowering  fees 
may  find  the  policy  to  be  ineffective.  Physicians  may  respond  by  providing  more  services, 
so  that  total  expenditures  are  not  reduced.  The  evidence  from  the  1972-74  Economic 
Stabilization  Program  suggests  that  physicians  do  respond  in  this  manner.  For  the  three 
specialties  studied,  service  volume  rose  by  roughly  10  percent  in  the  two  price  control 
years,  while  Medicare  enrollment  increased  by  only  2.5  percent  in  each  year.  After  price 
controls  were  removed,  service  volume  rose  only  slightly  (Holahan  et.  al.,  1987).  Several 
researchers  have  also  suggested  that  a  very  significant  part  of  recent  increases  in 
Medicare  payments  for  physician  services  are  due  to  increased  intensity  and  increased 
numbers  of  procedures  (Vladeck,  1985;  Jenkes  and  Dobson,  1985). 

The  CPR  reimbursement  system  compounds  the  problems  of  fee-for-service. 
Because  the  amount  paid  for  each  service  depends  upon  the  fee  the  individual  physician 
has  usually  charged  for  that  service  ("customary")  and  the  amount  that  physicians 
generally  charge  for  that  service  ("prevailing"),  both  individual  physicians  and  physicians 
as  a  group  have  incentives  to  raise  their  fees  over  time.  Thus  CPR  reimbursement,  if  left 
unchecked,  can  produce  an  unending  upward  spiral  of  increased  physician  charges  and 
increased  costs  to  payers  (Holahan  et.  al.,  1978).  (This  assumes  that  the  CPR  schedule  is 
updated  frequently.  States  that  use  CPR  system  typically  increase  fees  annually 
(Holahan,  1984).)  The  inflationary  effect  of  this  characteristic  of  CPR  led  the  federal 
government  to  mandate  the  use  of  the  Economic  Index,  which  limits  the  rate  of  increase 
in  prevailing  charges.  The  CPR  system  also  incorporates  other  perverse  incentives. 

•  Because  specialists  typically  charge  more  than  primary  care  providers,  the  CPR 
system  tends  to  encourage  physicians  to  specialize — an  outcome  which  conflicts 
with  health  manpower  policy  objectives  in  most  states. 

•  Physicians  who  are  heavily  involved  in  high- technology  medicine  historically  have 
charged  more  than  physicians  using  more  ordinary  and  generally  less  expensive 
technologies;  so  the  system  encourages  physicians  to  emphasize  high- technology 

care. 

•  Physicians  who  practice  procedure-oriented  medicine  are  more  highly  rewarded 
on  an  hourly  basis  than  those  who  provide  primarily  "cognitive  services."  "Careful 
history-taking,  counseling,  and  preventive  activities  bring  a  relatively  low  return 
as  compared  with  surgery,  CAT  scans,  and  endoscopy.  As  a  rule  of  thumb,  a 
physician's  allowable  charge  for  an  hour  of  his  or  her  time  is  proportional  to  how 
many  other  resources  he  or  she  is  controlling  or  expending;  this  is  not  an  incentive 
to  cost  containment."  (Jenkes  and  Dobson,  1985) 

•  The  system  generally  pays  more  for  procedures  when  done  in  the  hospital  setting 
than  when  done  in  physician  offices,  thereby  encouraging  use  of  higher-cost 

settings. 

•  Finally,  urban  and  suburban  physicians  usually  have  higher  charges  than  physicians 
in  areas  of  low  population  density,  and  so  the  system  encourages  location  in 
metropolitan  areas,  when  generally  the  need  is  for  physicians  in  less  densely 
populated  areas. 
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A  final  disadvantage  to  the  CPR  system  is  that  it  is  confusing  because  the  method  of 
determining  fees  is  so  complicated.  Physicians  often  do  not  know  what  they  will  be  paid 
for  any  particular  service. 

To  some  extent,  the  perverse  incentives  of  the  CPR  system  can  be  offset  without 
abandoning  fee-for-service  by  using  a  fee  schedule.  The  schedule  can  be  tailored  to  pay 
higher  fees  for  services  that  need  to  be  encouraged  and  to  pay  more  for  services  when 
done  in  less  costly  settings.  Although  such  an  approach  may  be  desirable,  it  does  require 
Medicaid  policymakers  to  make  judgments  that  are  medical  judgments.  They  have  to 
decide,  for  example,  if  and  when  one  service  is  an  appropriate  substitute  for  another  or 
when  it  is  appropriate  to  provide  a  service  in  one  setting  rather  than  another.  Such  tasks 
may  be  manageable,  but  it  would  certainly  be  preferable  to  have  a  system  which  provided 
incentives  for  physicians  to  make  these  micro-level  resource  allocation  decisions,  since  it 
is  they  who  are  trained  to  do  so.  The  advantage  of  a  physician  reimbursement  system 
which  pays  for  bundles  of  services  is  that  it  requires  physicians  to  make  these  judgments 
but  gives  them  incentives  to  be  economical  in  choosing  the  particular  mix  of  resources. 


IV.   EXAMPLES  OF  REIMBURSEMENT  ALTERNATIVES 

Since  it  is  not  practical  to  try  to  describe  a  great  many  physician  reimbursement 
alternatives  in  detail,  the  material  which  follows  looks  at  several  within  the  broad  range 
that  could  be  employed.  It  is  important  to  recognize  that  a  state  does  not  have  to  choose 
just  one  reimbursement  approach  and  apply  it  to  the  entire  Medicaid  population.  It  is 
possible,  through  the  use  of  waivers,  to  have  a  portion  of  the  eligible  population  enrolled 
in  several  different  plans  which  use  non-traditional  reimbursement  systems  while  others 
go  to  physicians  who  are  paid  by  conventional  fee-for-service. 

The  particular  approaches  and  structures  which  will  be  described  are  provided  as 
illustrations  of  ways  in  which  innovative  payment  systems  might  be  implemented.  They 
are  not  fully  worked  out  plans,  and  there  are  many  permutations  that  could  be  developed. 
The  common  element  —  and  the  advantage  from  the  perspective  of  Medicaid  —  is  that 
they  provide  incentives  for  physicians  to  alter  their  practice  styles  and  make  resource 
allocation  decisions  on  the  basis  of  cost-effectiveness. 

While  it  is  unlikely  that  any  single  Medicaid  program  can  adopt  some  of  these 
approaches  due  to  their  extreme  complexity,  it  seems  clear  that  the  federal  Medicare 
program  and  other  major  payers  of  physician  services  will  be  substantially  reforming  their 
physician  payment  methods  in  the  near  future.  (In  fact,  several  of  the  options  outlined 
below  reflect  analyses  of  alternatives  for  the  Medicare  program).  Expected  reforms 
should  provide  states  with  the  technology  to  adopt  similar  strategies  in  their  Medicaid 
programs. 

A.    Fee-For-Service  and  Unbundled  Services 

Many  Medicaid  programs  may  continue  to  rely  primarily  on  the  present  system  which 
pays  fee-for-service  for  unbundled  services.  The  fact  that  so  many  states  use  this  system 
in  spite  of  its  acknowledged  defects  is  testimony  to  its  attractiveness  to  both 
administrators  and  physicians.  Since  the  mechanisms  to  administer  the  fee-for-service 
system  are  already  in  place  and  since  the  introduction  of  any  other  system  involves 
implementing  new  procedures  as  well  as  introducing  a  high  degree  of  uncertainty, 
Medicaid  policy  makers  may  be  reluctant  to  make  major  changes.  If  this  is  the  response, 
consideration  should  at  least  be  given  to  replacing  the  "customary,  prevailing,  and 
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reasonable"  system  for  determining  unit  prices  with  a  fee  schedule  system.  By  tailoring 
individual  fees,  Medicaid  administrators  can  provide  financial  incentives  for  physicians  to 
alter  the  ways  they  allocate  their  time,  the  settings  in  which  they  provide  services,  and  to 
some  extent,  the  choices  of  resources  they  use  to  treat  patients.  For  example,  Missouri 
has  raised  the  fees  it  pays  physicians  for  delivering  services  in  their  offices  in  the 
evening.  In  this  way,  the  state  hopes  to  discourage  the  use  of  more  costly  after-hour 
emergency  room  services.  Similarly,  Kansas  has  increased  its  fees  for  certain  ambulatory 
procedures  which  can  be  safely  performed  in  a  physician's  office  rather  than  in  more 
costly  settings. 

The  clear  disadvantage  of  the  fee  schedule  approach  is  that  it  gives  administrators 
control  over  unit  price  but  not  control  over  the  number  of  units  of  service.  Thus  total 
expenditures  are  not  predictable  or  controllable.  At  minimum,  to  protect  the  program 
from  overuse  of  services,  any  fee-for-service  system  must  include  an  effective  utilization 
review  and  control  program  which  can  identify  both  the  particular  services  and  the 
individual  providers  that  account  for  excessive  costs  and  which  can  take  the  steps 
necessary  to  curb  overuse.  A  key  point  to  be  made  here  is  that  overuse  need  not  be  the 
result  of  fraudulent  practices.  The  evidence  shows  clearly  that  in  many  instances  high 
levels  of  utilization  are  simply  the  result  of  differences  in  the  way  physicians  treat 
patients,  even  though  no  physician  is  purposely  abusing  the  system.  So  if  this  kind  of 
overuse  is  to  be  curbed,  Medicaid  programs  can  refuse  to  allow  certain  individual 
physicians  to  participate,  not  because  they  have  practiced  in  a  fraudulent  way  but  simply 
because  they  are  too  expensive,  under  the  lock-out  authority  allowed  under  the  Omnibus 
Budget  Reconciliation  Act  of  1981  (OBRA).  Virginia,  for  example,  has  adopted  a  partial 
lock-out  program  that  restricts  certain  physicians  from  acting  as  primary  caregivers. 

When  measured  against  the  criteria  of  economy  and  predictability,  the 
fee-for-service  system  does  not  score  well.  With  respect  to  quality  and  access,  the 
outcome  depends  to  considerable  extent  on  the  level  of  fees.  If  reimbursement  is  very 
low,  physicians  may  be  reluctant  to  provide  services,  or  if  they  do,  they  may  react  to  the 
low  price  by  providing  services  of  lower  quality.  On  the  other  hand,  if  the  price  is  high, 
access  will  be  easier  and  at  least  physicians  are  not  likely  to  jeopardize  quality  by 
skimping  on  service.  (Quantity  is  not,  of  course,  synonymous  with  quality;  in  fact,  if 
people  are  provided  with  unneeded  services,  they  may  be  exposed  to  unnecessary  risk.) 

B.    Small  Bundles  of  Services 

1.  Diagnostic  Related  Groups  (DRGs) 

Medicare's  decision  to  abandon  cost-based  hospital  reimbursement  and  to  make 
payment  on  the  basis  of  the  diagnosis  of  the  patient  the  DRG  system  of  prospective 
payment  has  led  many  (including  Congress)  to  ask  whether  it  might  be  practical  to  pay 
physicians  on  a  similar  basis.  As  typically  envisioned,  the  physician  would  be  paid  a  single 
fee  to  cover  the  cost  of  all  physician  services  provided  to  the  patient  while  in  the  hospital 
(and  perhaps  for  a  short  period  thereafter).  The  amount  of  the  fee  would  be  fixed  and 
would  be  the  same  for  every  patient  that  is  assigned  to  a  particular  diagnosis  category. 
The  appeal  of  the  approach  is,  of  course,  that  physicians  would  have  incentives  to  use 
physician  services  efficiently  —  for  example,  to  employ  radiologists  and  consultants  only 
when  their  services  promise  to  add  significantly  to  the  patient's  welfare. 

There  are  several  problems  with  using  the  DRG  approach  for  paying  doctors.  One 
obvious  limitation  is  that  the  DRG  categories  that  have  been  developed  apply  only  to 
patients  that  have  been  admitted  to  a  hospital,  and  thus  payment  for  services  provided 
outside  the  hospital  would  have  to  be  paid  on  a  non-DRG  basis.  But  even  if  the  approach 
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is  used  only  for  hospital-related  services,  problems  arise.  The  research  shows  that  the 
DRG  categories  presently  used  for  hospital  payment,  if  applied  to  individual  physicians, 
would  produce  unfair  and  substantial  windfall  gains  and  losses.  The  reason  is  that  within 
particular  DRG  categories,  especially  medical  DRGs  (as  contrasted  with  surgical  DRGs), 
the  actual  costs  differ  a  great  deal  from  case  to  case  (Mitchell,  1985).  The  number  of 
cases  each  individual  physician  deals  which  is  be  sufficient  to  eliminate  significant  chance 
variations  in  case  severity  and  hence  in  costs  per  case.  The  system  would  therefore  be 
unfair  because  payment  would  not  be  matched  with  necessary  costs  the  doctor  incurred. 
The  use  of  such  a  system  would  also  create  incentives  for  physicians  to  avoid  seriously  ill 
patients  to  protect  themselves  against  risk.  It  would  probably  be  possible  eventually  to 
develop  a  DRG  system  specifically  for  physicians  that  would  reduce  the  extent  of  the 
windfall  problem,  but  such  a  system  seems  a  long  way  off  at  this  point. 

The  research  does  indicate  that  existing  DRGs  may  be  adequate  for  use  when  risks 
are  pooled  over  a  whole  medical  staff  or  at  the  hospital  level  (Jenkes  and  Dobson,  1985). 
One  potential  problem  with  adopting  this  DRG  approach  for  both  physicians  and  hospitals 
is  that  it  would  create  the  same  incentive  structure  for  both.  Some  people  fear  that,  as  a 
consequence,  the  present  role  of  the  physician  as  patient  advocate  would  be  lost  and  the 
patients'  welfare  would  be  jeopardized.  For  example,  both  physician  and  hospital  would 
then  gain  by  treating  only  relatively  low-risk  patients  and  avoiding  those  who  are  severely 
ill. 

Other  problems  would  occur  if  Medicaid  tried  to  use  the  doctor-DRG  approach  at  the 
hospital  level.  At  some  hospitals,  the  physicians  who  treat  most  of  the  Medicaid  patients 
may  be  a  small  minority  of  the  medical  staff,  so  that  the  risk  would  again  not  be  spread 
over  a  large  enough  group.  Moreover,  as  with  all  risk-pooling  systems,  unless  there  is  a 
ready  way  to  penalize  or  alter  the  behavior  of  the  unjustifiably  high-cost  physicians, 
efficient  physicians  would  suffer  a  loss  in  income  because  of  the  uneconomical  practice 
patterns  of  inefficient  physicians  in  the  group.  In  general,  it  is  difficult  to  deal  with  the 
problem  of  high-cost  providers  unless  the  group  of  physicians  over  which  the  risk  is  to  be 
pooled  are  organized  for  that  purpose.  To  solve  that  problem,  Medicaid  might  negotiate  a 
contract  with  a  group  of  physicians  of  sufficient  size  who  have  joined  together  for  just 
that  purpose,  with  the  understanding  that  they  will  police  each  other. 

Clearly,  any  state  Medicaid  program  which  decided  to  use  a  DRG-type  system  for 
reimbursing  physicians  would  have  to  be  prepared  to  commit  substantial  resources  to 
designing  and  implementing  the  system.  As  mentioned  above,  it  would  probably  be  beyond 
the  resources  of  an  individual  state  to  develop  such  a  system  before  the  basic  technology 
is  developed  for  Medicare  or  some  other  larger  payer. 

2.  Selective  Contracting 

Another  "small  bundle"  approach  that  Medicaid  programs  might  find  worthy  of 
consideration  is  "selective  contracting"  with  groups  of  physicians  who  provide  the  more 
specialized  kinds  of  services — radiology,  surgery,  and  podiatry,  for  instance.  The  key 
characteristic  of  such  specialists  is  that  patients  are  normally  referred  to  them  by  other 
physicians  rather  than  being  selected  by  patients  themselves.  The  basic  arrangement 
would  be  that  the  selected  physician  group  or  groups  would  be  given  all  of  the  Medicaid 
business  for  that  particular  specialty  within  the  region.  In  other  words,  the  program 
would  pay  for  this  type  of  service  only  when  provided  by  these  selected  contractors. 
Primary  care  physicians  would  know  this  and  be  instructed  to  refer  patients  only  to  the 
selected  physician  groups.  In  exchange  for  this  exclusive  contract  for  all  the  Medicaid 
business,  the  specialist  group  would  be  expected  to  give  a  favorable  price  per  unit  and  to 
be  very  effective  in  limiting  the  number  of  units  provided  to  an  appropriate  level.  This 
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system,  which  would  require  "freedom-of-choice"  waivers,  would  be  most  feasible  in 
urban  areas  where  there  are  ample  supplies  of  the  specialists.  In  such  circumstances,  the 
competing  physician  groups  would  be  eager  to  get  the  business,  and  it  might  be  quite 
feasible  to  allow  the  competitors  to  bid  for  the  business.  (Two  states,  California  and 
Illinois,  have  implemented  selective  contracting  systems  to  reimburse  inpatient  hospital 
costs.  These  systems  are  described  in  detail  in  Chapter  5). 

Although  payment  could  be  made  to  the  selected  physicians  on  a  fee-for-service 
basis,  the  system  would  then  not  really  be  paying  for  a  bundle  of  services;  it  would  just  be 
getting  a  favorable  unit  price  for  each  discrete  service.  To  assure  control  over  total 
expenditures  in  such  a  situation,  a  bundle  price  approach  might  be  feasible,  especially  if  a 
single  group  of  physicians  was  given  the  sole  contract  for  the  area.  Instead  of  paying  on  a 
fee-for-service  basis,  Medicaid  could  decide,  on  the  basis  of  past  experience,  present  case 
loads,  inflation,  estimates  of  excess  use,  etc.,  what  was  an  appropriate  amount  to  spend 
for  such  services.  It  could  then  negotiate  to  pay  the  specialists  that  fixed  total  amount. 
The  physician  group's  obligation  would  be  to  provide  all  needed  services.  It  would  be  up  to 
the  group  to  decide  how  to  distribute  the  total  amount  among  individual  members  of  the 
group.  In  effect,  the  approach  is  a  kind  of  IPA  that  is  limited  to  specialty  care.  The 
obvious  advantage  from  Medicaid's  perspective,  is  that  the  total  bill  is  predictable  and 
fixed  for  the  period  of  the  contract. 

Clearly,  such  a  payment  system  would  be  more  difficult  to  develop  if  more  than  one 
group  of  physicians  in  a  region  was  given  a  contract,  because  it  would  be  difficult  to  know 
on  what  basis  to  divide  the  fixed  payment  amount.  Capitation  payment,  for  example, 
would  probably  not  be  feasible  because  it  does  not  seem  practical  to  ask  people  to  enroll 
with  each  kind  of  specialist  in  advance,  particularly  when  the  person  is  likely  to  need  a 
particular  specialty  service  only  infrequently. 

To  get  around  this  problem,  Medicaid  could,  at  least  in  theory,  simply  announce  that 
it  was  going  to  award  all  of  the  business  to  a  single  physician  group,  with  the  requirement 
that  the  group  be  of  sufficient  size  and  appropriately  located  to  provide  all  necessary 
services.  It  is  likely  that  in  these  times  when  many  specialists  have  too  few  patients  to 
keep  them  busy,  the  incentives  would  be  adequate  to  prompt  physicians  to  form  a  group  of 
sufficient  size  to  meet  the  requirements  of  the  Medicaid  contract.  The  contract  would 
then  be  awarded  to  the  physician  group  that  provided  the  best  combination  of  price, 
physician  group  size,  location,  qualifications,  etc.  It  is  not  completely  clear  that  this 
approach  could  be  approved  under  the  current  "freedom-of-choice"  waiver  authority; 
demonstration  waivers  might  be  required. 

In  principle,  this  approach  could  be  extended  to  other  specialists — obstetricians,  for 
example — or  even  those  providing  primary  care.  As  stated  above,  the  suggestion  that  it 
be  tried  first  for  non-primary  care  specialists  is  based  on  the  observation  that  patients 
seldom  choose  a  specialist;  they  are  usually  referred  by  the  primary  care  physician.  Thus 
the  limitation  on  patient  freedom  of  choice  that  this  system  entails  does  not  in  actuality 
imnose  any  severe  constraint,  so  long  as  the  administrators  of  the  program  have  taken 
steps  to  assure  that  access  will  be  adequate  and  the  quality  of  services  will  be 
appropriate.  Federal  waivers  would,  of  course,  be  required. 

C.    Larger  Bundles  of  Services 

1.  An  "IPA"  for  Physician  Services 

In  certain  circumstances,  it  may  be  practical  for  Medicaid  to  experiment  with  a  more 
radical  approach  to  bundling  of  services  by  essentially  establishing  an  Independent 
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Practice  Association  (IPA)  for  all  physician  services.  This  would  work  best  in 
communities  where  there  are  large  numbers  of  Medicaid  eligibles,  where  there  is  an  ample 
supply  of  physicians,  and  where  a  significant  number  of  physicians  depend  heavily  upon 
Medicaid  patients  as  a  source  of  income. 

Under  this  option,  which  would  almost  certainly  require  federal  waivers,  Medicaid 
would  establish  a  total  budget  for  physician  services,  basing  that  budget  on  judgments 
about  what  was  available  to  spend,  changes  in  case  load,  appropriate  use  rates  for  each 
service,  adjustments  for  inflation,  need  to  assure  access,  or  any  other  element  thought  to 
be  important.  Then,  using  a  relative  value  scale,  a  fee  schedule  would  be  developed  for 
each  community  or  region  by  choosing  a  conversion  factor  that  would  produce  total 
expenditures  equal  to  the  budgeted  amount.  Two  options  exist  for  assuring  that  physicians 
have  incentives  to  hold  service  volume  down  to  the  expected  amount: 

-  One  would  be  to  withhold  a  portion  of  the  fee  until  the  end  of  the  year.  As  with 
the  IPA/HMO  model,  if  expenditures  for  physician  services  are  below  the 
expected  amount,  each  physician  gets  a  "bonus"  because  the  realized  revenue  at 
year-end  will  be  more  than  100  percent  of  the  expected  fee  for  each  service. 
Conversely,  if  total  community  expenditures  are  above  the  expected  amount 
because  of  higher-than-predicted  use  rates,  the  net  income  each  physician 
receives  would  be  less  than  100  percent  of  the  fee. 

-  The  other  option  is  to  adjust  fees  in  subsequent  years  depending  upon  the 
experience  of  the  previous  year.  If  expenditures  in  the  base  year  exceed  budgeted 
amounts,  in  the  subsequent  year,  the  fees  would  be  reduced.  If  expenditures  are 
less  than  budgeted,  fees  would  be  raised  for  the  following  year.  The  advantage  of 
this  second  method  is  that  it  is  administratively  simpler. 

Several  refinements  could  be  added  to  this  model.  Separate  budgets  could  be 
established  for  different  kinds  of  physician  services,  so  that  if  excess  utilization  was  a 
problem  with  just  certain  kinds  of  services,  it  would  be  possible  to  target  the  rewards  and 
penalties  to  the  physician  groups  that  influenced  the  rates  of  use  of  those  particular 
services.  It  might  also  be  feasible,  under  demonstration  waivers,  to  hold  physicians 
partially  at  risk  for  the  cost  of  non-physician  services  that  doctors  influence,  particularly 
hospital  care.  For  instance,  a  budget  ceiling  could  be  established  for  hospital  services. 
Then  if  expenditures  came  in  below  the  ceiling,  a  portion  of  the  savings  could  be  passed  on 
in  the  form  of  a  higher  fee  schedule  for  physician  services.  Likewise, 
higher-than-budgeted  hospital  expenditures  could  trigger  a  reduction  in  physician  fees. 

The  key  question  in  considering  such  an  approach  is  what  would  be  the  effect  on 
access  for  Medicaid  patients.  Would  physicians  refuse  to  participate  in  Medicaid  under 
such  a  system?  The  answer  would  depend  upon  a  variety  of  factors,  some  of  which  were 
mentioned  above.  If  the  supply  of  physicians  is  large  and  doctors  are  not  working  full 
time,  they  may  be  willing  to  accept  Medicaid  patients  on  this  basis.  Physicians  who 
depend  primarily  on  Medicaid  business  could  not  afford  to  opt  out  of  such  a  system. 
Physicians  would  likely  object  to  the  fact  that  their  income  would  depend  in  part  on  the 
practice  patterns  of  other  physicians  over  whom  they  had  no  control.  A  response  to  this 
objection  would  be  to  put  in  place  a  carefully  designed  system  for  monitoring  use  by 
individual  physicians  and  to  make  the  results  available  to  all  physicians.  The  high-use 
physicians  would  be  known  to  their  colleagues,  giving  the  more  efficient  physicians 
evidence  to  back  up  demands  for  change.  Peer  pressure,  including  influence  over  who  has 
hospital  privileges,  could  be  an  effective  way  to  sanction  abusers. 
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When  measured  against  the  criteria  of  economy  and  predictability,  this  approach 
rates  well  because  expenditures  are  essentially  fixed  for  each  year.  A  system  of  this  sort 
which  also  provided  incentives  for  physicians  to  limit  utilization  of  non-physician  services 
would  rate  even  higher  when  measured  against  the  criterion  of  economy.  As  with  all 
systems  which  put  physicians  at  risk,  monitoring  would  be  necessary  to  assure  that  quality 
does  not  deteriorate. 

Although  this  method  of  physician  payment  may  seem  a  radical  departure  from 
present  practice,  it  is  not  feasible.  A  system  not  dissimilar  to  the  one  described  is 
actually  in  use  in  Quebec,  in  Canada  (Vladeck,  1985). 

2.  The  "Gatekeeper"  Approach 

The  final  "large  bundle"  approach  to  be  considered  here  is  the  "gatekeeper"  or  "case 
management"  approach.  The  many  possible  permutations  of  this  approach  are  discussed  in 
detail  in  Chapter  8,  but  the  essence  is  that  each  Medicaid  patient  "signs  up"  with  a 
primary  care  physician,  and  that  physician  then  has  responsibility  for  overseeing  or 
managing  the  full  range  of  services  which  a  patient  uses.  The  primary  care  physician  has 
to  authorize  referral  services,  hospitalization,  etc.  In  exchange  for  performing  this 
management  function,  the  physician  is  given  some  financial  reward. 

The  extreme  form  of  payment  under  this  approach  would  be  full-scale 
capitation — the  physician  would  be  at  risk  for  the  full  range  of  services.  Given  present 
capacity  to  make  case-mix  adjustments,  such  an  approach  may  not  be  feasible;  the 
number  of  cases  each  physician  handles  is  too  small  to  prevent  large  windfall  gains  or 
losses  (Vladeck,  1985).  What  might  be  feasible,  however,  is  to  put  the  gatekeeper 
physician  at  risk  for  a  portion  of  the  full  range  of  ambulatory  physician  services.  That  is, 
the  physician  would  be  paid  a  fixed  amount  for  each  Medicaid  eligible  enrolled  with  him  or 
her,  and  out  of  the  aggregate  sum  formed  from  the  capitation  payments,  the  physician 
would  have  to  cover  the  cost  of  all  of  his  or  her  own  services  as  well  as  pay  for  referrals 
to  other  physicians  (excluding  the  services  of  other  physicians  for  hospitalized  patients). 
Because  the  cost  of  physician  services  is  a  much  smaller  part  of  total  medical  costs,  the 
risk  to  the  physician  would  be  reduced.  Even  so,  some  provision  would  probably  need  to  be 
made  for  "outliers" — patients  whose  need  for  services  was  legitimately  far  beyond  what 
would  be  expected  for  the  average  patient. 

Since  the  gatekeeper  physician  would  have  considerable  influence  on  the  use  of  all 
services,  especially  hospital  services,  the  financial  incentives  could  be  augmented,  under 
waivers,  by  giving  the  physician  some  portion  of  the  savings,  if  any,  that  were  realized 
from  reductions  in  hospital  use.  The  physicians  would  not  be  at  risk  and  thus  would  not  be 
penalized  if  hospital  use  was  high;  but  if,  as  a  group,  the  physicians  were  able  to  keep 
hospital  use  low,  they  would  be  rewarded  with  a  portion  of  the  savings. 

The  Michigan  Medicaid  program  is  experimenting  with  several  systems  that  are 
similar  to  what  has  been  described.  In  one,  the  "Primary  Sponsor  Plan,"  the  physician  is 
not  at  risk  at  all  but  is  paid  a  fee  for  managing  each  enrolled  person's  care.  The  incentive 
to  economize  on  care  is  the  promise  of  a  higher  management  fee  if  savings  are  realized. 
In  the  other  plan,  "the  capitated  ambulatory  plan,"  physicians  groups  are  paid  a  capitated 
amount  and  are  at  risk  for  ambulatory  services.  They  share  in  savings  that  result  from 
reduced  hospital  use. 


Such  systems  require  that  Medicaid  eligibles  select  a  physician  as  gatekeeper.  Unless 
policy  makers  are  willing,  using  "freedom-of-choice"  waivers,  to  force  recipients  to  sign 
up  with  participating  physicians,  some  incentives  must  be  offered  to  do  so.  One 
possibility  would  be  to  offer  improved  coverage  for  those  who  do  sign  up,  on  the 
assumption  that  the  cost  to  Medicaid  of  providing  enhanced  coverage  would  be  offset  by 
reductions  in  use  of  other  services.  Similarly,  Medicaid  recipients  could  be  assured  that 
any  subsequent  savings  would  be  shared  with  them  in  the  form  of  further  enhancements  in 
coverage. 

The  objective  of  such  a  system  is,  of  course,  to  have  the  gatekeeper  physician 
manage  patient  care  to  assure  that  resources  used  in  treating  a  patient  are  chosen  to 
maximize  cost-effectiveness.  If  the  incentives  prove  to  be  strong  enough,  such  a  system 
would  rate  well  when  measured  against  the  criteria  of  economy  and  predictability.  If  the 
physicians  who  are  allowed  to  participate  are  chosen  carefully,  based  on  past  practice, 
and  there  are  sufficient  numbers  who  are  willing  to  participate,  the  system  should  rate 
well  in  terms  of  quality  and  access  as  well.  Again,  the  key  to  the  feasibility  of  such  a 
system  is  the  supply  of  physicians  and  the  extent  to  which  a  significant  number  depend 
heavily  on  Medicaid  patients  as  a  major  part  of  their  business. 

In  the  last  4  years,  a  significant  number  of  states  have  implemented  various  types  of 
managed  health  care  systems,  all  of  which  use  primary  care  physicians  as  "gatekeepers" 
and  try  to  give  the  physician  incentives  to  practice  cost-effective  medicine.  These 
systems,  which  this  chapter  has  approached  from  the  physician  payment  perspective,  are 
discussed  more  comprehensively  in  Chapter  8. 


V.  SUMMARY 

The  reasons  for  giving  concentrated  attention  to  designing  a  physician  reimbursement 
system  which  provides  effective  cost  management  can  be  summarized  in  the  following 
points: 

•  Physicians  have  great  influence  on  the  cost  of  care  because,  in  the  process  of 
treating  patients,  they  make  most  of  the  decisions  that  determine  what  health 
resources  will  be  consumed. 

•  Physicians  frequently  have  wide  discretion  in  making  treatment  decisions;  and 
because  the  system  has,  historically  provided  no  incentives  to  do  otherwise,  they 
often  choose  more  expensive  courses  of  treatment. 

•  The  most  common  reimbursement  system,  the  traditional  fee-for-service 
approach,  provides  incentives  to  provide  expensive  care:  it  rewards  physicians 
who  prescribe  many  services  and  it  rewards  them  more  if  they  prescribe 
high-tech,  high-cost  services. 

•  The  fee-for-service  approach  most  commonly  used  by  Medicaid  programs,  the 
"customary,  prevailing,  and  reasonable"  charge  system,  gives  physicians  some 
control  over  price,  as  well  as  encouraging  high  utilization,  since  physician  fees  in 
the  aggregate  rise  over  time  when  physicians  individually  raise  their  charges. 

While  examining  methods  and  alternatives  to  present  reimbursement  policy  which 
deal  with  these  facts  as  they  consider  alternatives  to  present  reimbursement  policy, 
Medicaid  programs  may  wish  to  consider  the  following  points: 
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•  If  fee-for-service  systems  are  to  be  used,  administered  price  systems  are 
probably  generally  superior  to  market-determined  price  systems  because  the  full 
range  of  competitive  conditions  necessary  to  make  market  price-determination 
work  well  seldom  exist. 

•  If  fee-for-service  systems  are  used  and  the  unit  of  service  is  defined  in  terms  of 
small  discrete  procedures  rather  than  larger  bundles  of  services,  the  system  must 
have  an  effective  system  for  monitoring  and  limiting  utilization,  since  the 
payment  system  encourages  high  use.  But  to  control  utilization,  Medicaid  must, 
in  effect,  make  medical  decisions  about  the  proper  course  of  treatment. 

•  The  "correct"  price  from  Medicaid's  standpoint  is  the  price  that  results  in  the 
provision  of  the  needed  number  of  quality  services  at  the  lowest  possible  total 
cost.  Establishing  that  price,  rather  than  a  "fair"  price  or  a  price  that  covers 
costs,  should  be  the  objective  of  any  price-determining  mechanism. 

•  Medicaid  programs  should  give  serious  consideration  to  reimbursement  systems 
which  create  incentives  for  physicians  to  use  the  discretion  which  they  exercise  in 
choosing  a  treatment  regimen  to  adopt  the  least  costly  appropriate  treatment. 
This  objective  is  probably  best  accomplished  by  moving  toward  paying  for  outputs 
rather  than  inputs — that  is,  by  paying  for  larger  bundles  of  services  related  to  an 
episode  of  treatment. 


In  looking  at  specific  alternative  methods  for  reimbursing  physicians,  Medicaid 
programs  might  consider  several  alternatives  to  the  common  "small  bundle" 
fee-for-service  system. 

•  The  DRG  system  involves  a  fixed  payment  for  a  whole  episode  of  illness.  It  is 
conceptually  appealing  because  it  provides  strong  financial  incentives  for 
physicians  to  choose  the  least  costly  mix  of  appropriate  services  to  meet  the 
patient's  needs.  But  because  of  the  problem  of  windfall  losses  or  gains  with  small 
numbers  of  patients,  the  approach  probably  cannot  be  used  for  reimbursing 
individual  physicians  and  is  more  feasible  if  applied  to  a  group  of  physicians  who 
have  a  large  patient  load  over  which  to  spread  the  risk.  Furthermore,  some 
analysts  believe  it  is  important  that  reimbursement  policy  changes  not  jeopardize 
the  physician's  role  as  patient  advocate.  Reimbursing  both  hospitals  and 
physicians  through  DRGs  might  risk  such  an  outcome  due  to  the  systems' 
incentives  to  reduce  service  provision.  It  is  worth  noting,  as  well,  that  it  would 
probably  be  beyond  the  resources  of  an  individual  state  to  develop  such  a  system 
before  the  basic  technology  is  developed  for  Medicare  or  some  other  larger  payer. 

•  Selective  contracting  is  an  approach  which  in  effect  requires  physician  groups  to 
bid  against  one  another  to  provide  a  certain  range  of  services.  Although  patient 
freedom  of  choice  would  be  limited  to  those  physicians  who  won  the  contract,  and 
waivers  would  therefore  be  required,  the  limitation  would  usually  not  be  a 
significant  loss  if  the  system  is  used  only  for  specialty  physicians,  since  patients 
seldom  have  real  preferences  about  which  specialist  they  see.  If  the  contract 
were  limited  to  only  one  groups  of  physicians,  it  might  be  possible  to  pay  them  on 
a  capitated  basis,  thereby  solving  both  the  price  and  the  use-rate  problem  at  the 
same  time.  (However,  such  a  system  would  likely  require  federal  demonstration 
waivers.) 
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•  Alternative  financing  and  delivery  arrangements,  such  as  those  more  fully 
discussed  in  the  next  chapter,  offer  "large  bundle"  options  which  hold  great 
potential  for  improving  recipient  access  and  quality  of  care.  An  informal 
"IPA"-type  arrangement  may  be  feasible  using  waivers,  in  markets  where 
Medicaid  patients  account  for  a  large  part  of  total  physician  business.  The 
"gatekeeper"  approach  involves  establishing  primary  care  physicians  as  mangers  of 
all  patient  care  to  assure  that  services  are  used  in  the  most  economical  way. 

The  key  to  using  physician  reimbursement  as  a  way  to  manage  costs  is  to  implement  a 
system  which  provides  incentives  for  physicians  to  adopt  efficient  medical  practice 
patterns.  The  evidence  shows  that  physicians  vary  greatly  in  their  choices  of  resources  to 
treat  patients  with  particular  conditions,  even  when  all  provide  care  of  acceptable 
quality.  The  objective  of  a  physician  reimbursement  system  should  be  to  induce  all 
physicians  to  behave  as  the  most  cost-effective  physicians  do. 
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Chapter  8 

ALTERNATIVE  FINANCING  AND  DELIVERY  SYSTEMS:  MANAGED  HEALTH  CARE 

By 

Edward  Neuschler 

I.  INTRODUCTION 

A.    Problems  of  Third-Party  Coverage,  Fee-For-Service  Medicine 

In  a  fee-for-service  medical  care  system,  providers  have  strong  financial  incentives 
to  provide  more  services  than  may  be  medically  necessary;  but,  when  consumers  pay  for 
their  own  care,  they  have  strong  financial  incentives  to  buy  only  the  services  they  need 
and  to  shop  around  for  a  good  price.  Once  the  direct  cost  to  consumers  is  removed,  as 
under  third-party  health  insurance,  there  is  no  effective  marketplace  constraint  on 
provider  charges  or  use  of  excessive  services.  These  two  factors,  coupled  with  the  aging 
of  the  population  and  significant  technological  innovations  in  medical  practice,  are  the 
major  causes  of  the  rapid  escalation  of  health  care  expenditures  that  Medicaid,  and  the 
nation  in  general,  have  experienced  over  the  last  two  decades. 

When  payment  is  on  a  fee-for-service  basis  and  consumers  face  little  or  no 
out-of-pocket  costs,  medical  cost  management  requires  the  payer — in  this  case,  the 
Medicaid  program — to  establish  administrative  mechanisms  to  control  both  unit  price  and 
utilization.  The  previous  chapters  in  this  section  have  dealt  extensively  with  the  design 
and  implementation  of  such  mechanisms  for  specific  services,  such  as  inpatient  hospital 
care,  nursing  home  care  and  physicians'  services. 

Direct  administrative  controls  can  work  effectively  to  contain  program  costs,  as 
several  states  have  demonstrated  over  the  last  few  years.  But  the  drawbacks  to  direct 
administrative  controls  in  a  fee-for-service  system  are  also  well  understood.  Utilization 
control  systems  require  significant  administrative  resources  and  often  alienate  providers, 
because  the  third-party  payer,  in  effect,  substitutes  its  judgment  for  that  of  the  provider 
in  attempting  to  "manage"  the  health  care  system.  Reimbursement  rates  that  are  based 
on  provider  costs  or  charges  lead  to  excessive  expenditures,  but  rates  that  are  too  low 
may  drive  providers — particularly  physicians — away  from  the  program. 

If  Medicaid  cost-reduction  initiatives  do  make  providers  reluctant  to  participate  in 
the  Medicaid  program,  recipient  access  to  mainstream  health  care  is  compromised.  Lack 
of  adequate  access  to  primary  care  forces  recipients  to  seek  ambulatory  care  from  costly 
hospital  emergency  rooms  or  outpatient  departments,  thus  increasing  program  costs.  It 
may  also  lead  recipients  to  defer  care  until  their  medical  needs  are  acute,  thus  raising 
inpatient  utilization  rates  and  costs.  Further,  the  fragmented,  episodic  nature  of  care  in 
emergency  rooms  and  most  hospital  outpatient  departments,  and  the  resulting  lack  of  a 
continuing  relationship  between  the  patient  and  a  primary  care  physician,  are  likely  to 
lead  to  duplication  of  laboratory  tests  and  prescriptions,  unnecessary  hospitalizations,  and 
generally  poor  quality  medical  care. 
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B.    The  Potential  of  Managed  Health  Care  Systems 


Alternative  medical  care  financing  and  delivery  systems  attempt  to  remedy  these 
defects  in  the  traditional  system  by  placing  more  of  the  responsibility  for  health  care  cost 
management  on  the  providers  and  by  enrolling  Medicaid  recipients  with  health  care 
providers  who  agree  up  front  to  provide  access  to  routine  and  urgent  primary  care  and 
ongoing  management  of  all  needed  medical  services.  In  effect,  each  designated  provider 
becomes  a  "gatekeeper"  who  controls  and  directs  his  enrolled  recipients'  access  to  needed 
health  care  services.  Systems  with  this  basic  characteristic  are  referred  to  generically  in 
this  chapter  as  "managed  health  care." 

Managed  health  care  systems  vary  in  the  degree  to  which  they  change  the  actual 
financial  incentives  faced  by  the  providers.  Some  continue  to  pay  on  a  fee-for-service 
basis;  others  pay  providers  a  fixed  monthly  amount  per  enrollee,  or  capitation  payment, 
regardless  of  the  amount  of  medical  services  an  enrollee  needs  or  uses. 

The  potential  of  managed  health  care  systems  to  improve  access  and  quality  while 
containing  costs  is  best  illustrated  by  the  experience  with  health  maintenance 
organizations  (HMOs),  the  original  and  most  familiar  alternative  financing  and  delivery 
system.  In  return  for  payment  of  a  fixed  monthly  premium  (capitation  rate),  the  HMO 
assumes  medical  and  financial  responsibility  for  all  the  primary  and  acute  care  needed  by 
its  enrollees.  Because  it  is  financially  at  risk,  the  HMO  has  strong  incentives  to 
emphasize  preventive  care,  health  education,  and  early  detection  and  treatment  of 
medical  problems  before  they  become  more  severe  and  expensive.  Early  intervention 
should  also  improve  health  outcomes.  Further,  since  enrollees  have  access  to  a  24-hour 
advice/triage  line,  unnecessary  after-hours  visits  to  the  emergency  room  are  curtailed. 
Use  of  cheaper  treatment  modalities,  such  as  outpatient  surgery  when  medically 
appropriate,  is  also  encouraged.  The  ability  of  HMOs  to  control  medical  care  costs, 
primarily  by  lowering  hospitalization  rates,  is  well  known  and  well  documented  (Luft, 
1981;  Manning  1984);  consumer  satisfaction  tends  to  equal  that  in  the  fee-for-service 
system. 

Of  the  431  HMOs  and  similar  prepaid  health  plans  known  to  be  operational  in  the 
United  States  as  of  June  1985,  about  26  percent  enroll  at  least  some  Medicaid 
recipients.*  As  of  June  30,  1985,  about  744,000  Medicaid  recipients  were  enrolled  in 
HMO-type  plans  in  25  states.**  Though  this  figure  has  grown  significantly  in  the  last  four 


*  Interstudy  (1985)  identifies  393  known  HMOs,  of  which  69  (17.6%)  reported  Medicaid 
enrollment.  Information  from  Arizona,  Missouri  and  HCFA  (1985)  identifies  38  additional 
plans  that  do  not  appear  in  the  Interstudy  census,  apparently  because  they  serve  only 
Medicaid  patients.  HCFA  (1985)  also  lists  Medicaid  enrollment  for  6  plans  that  appear  in 
the  Interstudy  census  but  are  not  shown  there  as  having  Medicaid  enrollment.  Using  these 
various  sources,  the  author  has  identified  113  HMO-type  plans  serving  Medicaid  patients 
as  of  June  30,  1985.] 

**  This  includes  enrollment  in  HMOs  and  in  similar  prepaid  health  plans  that  serve  only 
Medicaid  patients,  either  on  a  demonstration  basis  or  under  special  federal  statutory 
authority.  Enrollment  under  health  insuring  organizations  (see  IV. G  for  a  definition)  is 
excluded.  Author's  calculation  adding  information  obtained  directly  from  Arizona  and 
Missouri  to  data  shown  in  HCFA,  1985. 
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years,  it  still  represents  something  less  than  5  percent  of  average  monthly  Medicaid 
eligibles.  In  contrast,  about  9  percent  of  the  non-Medicaid/non-Medicare  population  is 
enrolled  in  HMOs  nationwide.  These  proportions  vary  widely  across  states  and 
metropolitan  areas,  for  Medicaid  recipients  as  well  as  for  the  general  population.  For 
example,  five  states  (Arizona,  California,  Illinois,  Michigan  and  Wisconsin)  account  for 
almost  80%  of  total  Medicaid  HMO  enrollment.  In  Wayne  County  (Detroit),  Michigan, 
HMO  enrollment  is  about  25%  of  the  (non-Medicare)  Medicaid  population.* 

The  many  reasons  for  historically  low  Medicaid  enrollment  in  HMOs  are  dealt  with  in 
some  detail  in  a  later  section  of  this  chapter.  Of  significance  here  is  the  fact  that  federal 
legislative  changes  in  1981  and  1982  broadened  the  options  available  to  states  that  wish  to 
increase  Medicaid  enrollment  in  HMOs  and  other  prepaid  plans.  As  a  result,  Medicaid 
enrollment  in  such  plans  more  than  doubled  between  June  1981  and  June  1985.  Moreover, 
the  same  legislation  also  made  available  other  managed  health  care  approaches  for  the 
Medicaid  population,  which  a  significant  number  of  states  are  now  pursuing.  As  of  early 
1986,  30  states  have  some  form  of  managed  health  care  available  to  at  least  part  of  their 
Medicaid  population. 

The  goals  of  this  chapter  are  to  help  Medicaid  policymakers  and  senior  managers 
determine  whether  managed  health  care  is  feasible  and  desirable  in  their  particular 
states,  to  orient  them  to  the  range  of  managed  health  care  alternatives — whether  prepaid 
or  fee-for-service — now  available,  to  discuss  the  relative  advantages  and  disadvantages 
of  each  approach,  including  the  administrative  effort  necessary  to  implement  it,  and  to 
highlight  practical  ways  to  overcome  some  of  the  implementation  obstacles  and  potential 
disadvantages,  assuming  a  decision  to  pursue  some  form  of  managed  health  care  has  been 
made. 

C.  The  Prior  Question:  Will  Managed  Health  Care  Work  In  Your  State? 

Managed  health  care,  whether  prepaid  or  fee-for-service  is  not  a  panacea.  Its 
potential  effectiveness  in  controlling  costs  and  improving  access  to  care  must  be  weighed 
against  the  potential  effectiveness  of  direct  administrative  controls  such  as  those 
discussed  in  previous  chapters.  For  example,  no  managed  health  care  plan  will  be  able  to 
command  price  discounts  greater  than  those  currently  imposed  by  most  Medicaid 
programs.  So,  if  price  per  unit  of  service  is  perceived  to  be  the  state's  main  cost 
problem,  managed  health  care  is  not  the  answer. 

Managed  health  care  approaches  are  most  appropriate  when  previous  cost 
containment  initiatives  have,  over  the  years,  caused  primary  care  physicians  to  limit  their 
participation  in  Medicaid,  thus  reducing  access  to  basic  primary  care  and  leading  to 
excessive  use  of  emergency  rooms  and  hospital  outpatient  departments.  High  rates  of 
inpatient  hospital  use  can  also  be  expected  in  this  situation,  because  recipients  may  defer 
care  until  their  medical  condition  is  severe  and  because  hospital-based  physicians  tend  to 


*  In  Arizona,  enrollment  in  a  prepaid  plan  is  mandatory  for  all  Medicaid  recipients. 
Wisconsin's  program  is  mandatory  for  AFDC  recipients  in  the  state's  two  major  urban 
areas  (Milwaukee  and  Madison). 
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admit  patients  more  often  than  office-based  physicians.  Under  these  conditions,  simply 
raising  fees  for  primary  care  physicians  will  probably  increase  Medicaid  outlays  without 
materially  reducing  utilization  of  hospital  services.  Managed  care,  on  the  other  hand, 
especially  when  prepaid,  permits  states  to  condition  increases  for  primary  care  physicians 
on  the  degree  to  which  they  control  utilization  of  inpatient,  ancillary  and  emergency 
services.  In  effect,  increased  income  for  primary  care  physicians  is  financed  by 
utilization  reductions  in  other  services. 

Another  situation  in  which  managed  health  care  is  appropriate  is  when  use  of 
ancillary  services  and  specialist  referrals  is  particularly  high  for  a  large  segment  of  the 
population,  indicating  extensive  doctor-shopping  by  recipients  and/or  a  "Medicaid  mill" 
mentality  among  providers.  In  this  case,  the  gatekeeping  function  of  the  primary  care 
provider  should  have  a  direct  positive  effect. 

On  the  other  hand,  if  access  to  primary  care  is  relatively  good,  and  only  inpatient  use 
rates  are  high,  a  state-operated  prior  authorization  program  for  inpatient  care  may  be 
just  as  effective  as  a  managed  care  program.  Or,  if  inpatient  rates  are  high  for  only  one 
segment  of  the  Medicaid  population,  an  initiative  focused  on  the  particular  problem  may 
be  more  effective.  In  these  cases,  the  decision  on  which  course  to  pursue  may  hinge  on 
practical  administrative  issues,  on  the  state's  philosophical  orientation  toward  financial 
incentives  versus  direct  administrative  controls,  and  on  an  analysis  of  potential  political 
support  or  opposition,  particularly  from  providers  and  recipient  advocacy  groups. 

Finally,  if  previous  state  initiatives  have  already  reduced  inpatient  and  emergency 
room  use  significantly,  there  may  be  little  room  for  further  reductions  without 
compromising  quality  of  care.  In  this  situation,  managed  health  care  approaches  cannot 
be  expected  to  create  additional  savings  for  the  state,  but  may  still  be  desirable  if 
improvements  in  access,  quality  or  continuity  of  care  are  determined  to  be  necessary.  In 
California  at  the  present  time,  traditional  prepaid  health  plans  offer  the  state  minimal 
savings  compared  to  fee-for-service  Medicaid,  but  the  state  continues  to  encourage 
enrollment  in  prepaid  plans  because  they  improve  access  to  primary  care. 

In  any  event,  before  embarking  on  a  managed  health  care  initiative,  Medicaid 
managers  must  understand  where  their  cost  problems  are  and  decide  whether  some  form 
of  managed  health  care  is  an  appropriate  tool  for  those  specific  problems.  A  good  place 
to  begin  is  by  analyzing  the  utilization  and  expenditure  experience  of  the  various  Medicaid 
subpopulations  (by  category  and  by  health  care  service  area)  and  comparing  it,  if  possible, 
to  the  experience  of  private  pay  populations  in  HMOs  and  under  traditional  insurance. 

Analysis  of  subpopulations  is  important  because  averages  can  mask  significant 
variations.  It  is  not  sufficient  to  know,  for  example,  that  overall  Medicaid  inpatient  days 
per  thousand  appear  high  compared  to  private  sector  norms.  If  this  remains  true  across 
various  subpopulations — the  disabled,  women  of  childbearing  age,  children — then  a 
managed  health  care  approach,  particularly  an  HMO,  has  a  good  chance  of  success.  If 
utilization  rates  are  high  only  for  one  subpopulation,  there  may  be  a  specific  problem 
driving  that  utilization,  e.g.,  long  neonatal  intensive  care  stays  for  premature  newborns. 
If  so,  that  problem  may  or  may  not  be  one  that  a  managed  health  care  approach  can 
solve.  For  example,  HMOs  emphasize  good  prenatal  care  to  reduce  problems  of 
prematurity  and  low  birthweight.  But  if  many  of  the  premature  infants  are  born  to 
women  not  previously  on  Medicaid,  HMOs  may  not  be  able  to  enroll  the  women  to  provide 
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the  prenatal  care  unless  the  state  implements  other  focused  initiatives  to  encourage 
pregnant  women  to  seek  care  and  apply  for  Medicaid.  Outreach  may  be  more  important 
here  than  prepayment  or  care  management.* 

Within  subpopulations,  it  is  useful  to  examine  the  distribution  of  utilization  in 
addition  to  the  average.  If  the  entire  distribution  tends  to  run  high  compared  to  private 
sector  norms,  managed  health  care  will  probably  be  effective.  If  the  higher  Medicaid 
average  is  due  solely  to  greatly  excessive  utilization  by  a  few  recipients,  a  more  focused 
form  of  managed  health  care — "lock-in"  of  high  utilizers — may  be  administratively 
cheaper  and  politically  more  acceptable.  Under  a  "lock-in"  program,  if  an  individual  is 
found  to  be  using  Medicaid  services  at  a  level  that  is  not  medically  necessary,  the  state 
may  limit  the  provider(s)  from  whom  the  individual  can  receive  services,  for  a  reasonable 
period  of  time.  As  of  mid-1984,  37  states  were  operating  recipient  "lock-in"  programs  for 
high  users. 

Analyzing  the  data  separately  for  each  of  the  state's  major  health  care  service  areas 
is  important  because  the  structure  of  health  care  delivery  can  differ  significantly  from 
area  to  area,  especially  between  urban  and  rural  areas  but  also  among  urban  areas.  The 
nature  of  the  quality,  access  and  cost  problems  faced  by  the  Medicaid  program  is  thus 
likely  to  vary  by  geographic  area,  as  will  the  feasibility  of  the  various  managed  health 
care  alternatives. 

The  type  of  utilization  analysis  recommended  here  also  serves  as  a  partial  test  of 
whether  the  state's  current  management  information  systems  are  up  to  the  challenge  of 
managed  care  systems,  especially  capitation.  If  the  state's  MMIS  cannot  now  produce  a 
utilization  and  expenditure  analysis  on  a  per-enrollee-month  basis  for  relevant 
subpopulations  by  major  geographic  area,  it  cannot  produce  the  basic  data  needed  to 
develop  accurate  capitation  rates  for  prepaid  health  plans. 

In  summary,  whether  managed  health  care  is  a  desirable  approach  in  a  particular 
state  and  a  particular  health  care  service  area  and,  if  so,  what  form  of  managed  health 
care  will  work  best,  depends  to  a  large  extent  on  the  current  shape  of  the  Medicaid 
program  in  the  state,  particularly  the  cost  containment  and  access  improvement 
initiatives  previously  implemented  and  the  effects  they  have  had,  and  on  the  current 
patterns  of  health  care  delivery  for  the  Medicaid  population  and  its  various 
subpopulations.  The  administrative  effort  necessary  to  implement  the  various  alternative 
approaches  will  also  be  a  significant  factor,  as  will  the  general  health  care  environment  in 
the  state — regulatory  or  competitive,  provider  shortage  or  surplus.  Finally,  political 
considerations  cannot  be  overlooked,  including  the  likely  reaction  of  provider  and 
recipient  advocacy  groups,  as  well  as  major  political  actors'  underlying  philosophies  about 
the  role  of  government  in  the  health  care  marketplace. 


*  In  addition  to  inpatient  care,  other  services  that  should  be  investigated  for  excessive 
use  rates  include  ancillary  services  (lab  and  x-ray,  drugs),  hospital  outpatient  departments 
and  emergency  rooms.  The  extent  of  "doctor  shopping"  can  be  investigated  easily  using 
standard  S/URS  reports. 
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II.    POLICY  OPTIONS  FOR  MANAGED  HEALTH  CARE 


All  managed  health  care  systems  incorporate  the  concept  of  a  "gatekeeper"  who  is 
held  accountable  for  costs,  and  all  try  to  establish  positive  incentives  for  providers  to  use 
health  resources  economically  and  to  provide  care  in  the  most  cost-effective  appropriate 
setting.  The  systems  vary  in  the  degree  to  which  they  change  the  actual  financial 
incentives  faced  by  providers,  and  the  range  of  possible  incentive  structures  is  wide. 

A.  Fully  Capitated  Managed  Health  Care 

The  most  well-known  incentive  structure  is  the  full  capitation,  risk-based, 
comprehensive  services  approach.  This  is  the  method  used  to  pay  HMOs.  Under  it,  a 
health  care  provider/insuror  is  paid  a  predetermined  monthly  amount  for  each  enrollee 
and,  in  return,  agrees  to  provide  or  pay  for  a  comprehensive  package  of  health  care 
services  as  needed  by  the  enrollee.  The  provider/insuror  (hereafter  referred  to 
generically  as  "health  plan")  is  at  risk  for  costs  it  incurs  in  excess  of  the  capitation 
payments.*  Medicaid  recipients  who  enroll  with  the  capitated  health  plan  may  not  use 
unaffiliated  providers  without  prior  approval,  except  in  true  emergencies. 

Full  capitation  gives  the  health  plan  very  strong  incentives  to  control  expenditures 
(both  utilization  and  price),  to  provide  care  in  the  most  cost-efficient  setting,  to  provide 
only  care  that  is  medically  necessary  and  likely  to  be  effective,  and  to  emphasize 
preventive  care,  health  education,  and  early  detection  and  treatment  of  medical  problems 
before  ttfey  become  more  severe.  Full  capitation  is  attractive  to  states  because  it 
transfers  the  utilization  control  responsibility  from  the  state  to  the  health  plan.  It  also 
limits  the  state's  financial  liability  for  capitated  services  and  improves  budget 
predictability. 

The  major  disadvantage  of  full  capitation  is  that  the  health  plan  and  its  affiliated 
providers  profit,  at  least  in  the  short  run,  if  enrollees  do  not  use  services.  There  are 
strong  incentives  for  unethical  providers  to  make  access  difficult  and  to  deny  necessary 
services.  Thus,  while  the  state  no  longer  needs  to  have  systems  to  control  utilization,  it 
must  instead  have  effective  systems  to  assess  and  monitor  the  quality  of  care  provided  by 
capitated  plans  and  to  guard  against  underutilization  and  denial  of  care.  (Methods  of 
assuring  quality  and  access  are  discussed  in  section  IV. B.)  Also,  new  or  modified  systems 
will  be  needed  to  handle  recipient  selection  of  and  enrollment  in  the  prepaid  plan.  While 
these  may  seem  to  be  straightforward,  the  administrative  obstacles  are  real.  HMOs  with 
Medicaid  contracts  often  complain  that  keeping  eligibility  and  enrollment  status  accurate 
and  up  to  date  is  a  major  difficulty  in  dealing  with  the  state. 

B.  Partially  Capitated  Managed  Health  Care 

The  lack,  in  many  areas,  of  full  service  HMOs  willing  to  participate  in  Medicaid  has 
led  a  number  of  states  to  look  for  other  structures  that  will  give  providers  financial 


*  The  degree  of  risk  assumed  by  the  health  plan  may  vary,  and  "stop-loss"  provisions  or 
reinsurance  may  be  included  in  individual  provider's  contracts.  See  more  detailed 
discussion  in  section  IV. A. 2  below. 
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incentives  to  control  utilization  and  to  use  health  resources  economically.  "Partial 
capitation"  is  one  such  approach.  Under  it,  primary  care  providers  (physicians  or  clinics) 
are  paid  on  a  capitation  basis  only  for  a  limited  package  of  services,  usually  including 
physicians'  services  and  laboratory  and  x-ray  tests  but  never  including  inpatient  hospital 
services.*  All  other  services  continue  to  be  paid  by  the  state  on  a  fee-for-service  basis, 
but  only  if  ordered  or  approved  by  the  primary  care  physician  (PCP).  To  encourage  the 
PCPs  to  take  this  "gatekeeper"  role  seriously  and  to  use  specialists,  emergency  rooms,  and 
inpatient  care  judiciously,  the  state  may  arrange  to  share  with  the  PCPs  any  savings  in 
these  other  services,  by  paying  the  PCPs  a  bonus  if  expenditures  for  these  (or  other 
specified)  services  fall  below  pre-determined  levels.**  Systems  of  this  general  type  are 
sometimes  used  by  private  sector  Independent  Practice  Association  (IPA)-model  HMOs  to 
compensate  their  physicians  and  may  be  used  by  network  HMOs  as  well  if  their 
participating  medical  groups  are  small. 

Properly  designed  partial  capitation  arrangements  can  have  the  same  salutory  effects 
on  utilization  and  costs  as  a  good  HMO.  Despite  the  limited  number  of  services,  however, 
the  risk  of  financial  loss  from  one  or  two  very  expensive  cases  may  be  fairly  great  for  the 
PCPs,  whose  enrollment  will  usually  be  much  smaller  than  a  full  service  HMO.  Thus,  it 
becomes  necessary  for  the  state  to  share  risk  with  the  providers,  usually  through  some 
kind  of  "stop  loss"  arrangement.  (See  discussion  in  section  IV. A. 2  below.)  Also,  the  state 
continues  to  pay  many  bills  directly  and  must  develop  and  implement  systems  to  assure 
that  bills  not  authorized  by  the  PCP  are  not  paid  and  to  accumulate  fee-for-service 
expenditures  for  recipients  enrolled  with  each  provider  for  purposes  of  the  bonus 
calculations,  a  significant  new  requirement.  As  in  full  capitation  plans,  financial 
incentives  for  underservice  do  exist,  and  oversight  mechanisms  must  be  established  to 
guard  against  this  possibility.  The  same  enrollment  systems  are  required  as  for  fully 
capitated  plans.  Finally,  budgeting  state  outlays  is  more  difficult  than  under  a  fully 
capitated  program. 

C.    Managed  Health  Care  in  a  Fee-For-Service  Environment:  Primary  Care  Networks 

Finally,  it  is  possible  to  design  a  managed  care  system  in  which  payment  continues  to 
be  made  on  a  fee-for-service  basis.  In  this  approach,  Medicaid  recipients  select  and 
enroll  with  a  primary  care  physician  or  clinic,  who  then  provides  primary  care  directly  and 
must  authorize  all  inpatient  care  and  referrals  to  specialists.  Except  in  a  true  emergency, 
Medicaid  will  not  pay  for  services  that  have  not  been  authorized  by  the  primary  care 
provider/case  manager.  Case  managers  are  required  to  be  available  24  hours  per  day  to 
treat  or  approve  referrals  for  urgently  needed  care  that  does  not  involve  a  life-  or 
health-threatening  emergency. 


*  Federal  statute  limits  the  number  and  type  of  services  that  can  be  capitated  to 
providers  that  are  not  HMOs.  Basically,  such  providers  may  not  be  placed  at  risk  for 
inpatient  hospital  services,  nor  for  more  than  two  of  the  other  federally  mandated 
Medicaid  services. 

**  Waivers  of  the  so-called  "upper  payment  limit"  must  be  obtained  to  permit  bonus 
payments.  Actuarial  validity  is  also  an  issue  when  enrollment  with  any  one  provider  is 
small.  Competent  actuarial  advice  should  be  obtained  in  developing  the  structure  of  any 
bonus  payment  system. 
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In  addition  to  the  standard  fee-for-service  payment  for  services  s/he  renders 
directly,  the  primary  care  provider  may  be  paid  a  small  "case  management  fee,"  typically 
$3.00  per  enrollee  per  month.  This  fee  serves  as  compensation  for  the  extra  effort 
involved  in  being  available  24  hours  and  in  coordinating  all  referrals.  Direct  financial 
incentives  to  encourage  cost-effective  care  are  limited  and  mostly  negative.  The  case 
management  fee  may  be  reduced  or  eliminated  for  PCPs  who  fail  to  control  costs,  or  they 
may  be  dropped  from  the  panel  of  participating  PCPs,  thus  denying  them  patients.*  To 
provide  some  positive  incentive,  the  state  may  promise  to  raise  fees  for  primary  care 
services  if  the  program  overall  reduces  costs.  In  general,  however,  the  expectation  of 
savings  under  this  approach  relies  on  the  physician's  professionalism,  the  prohibition 
against  unrestricted  use  of  hospital  emergency  rooms,  and  the  effectiveness  of  any 
utilization  monitoring  and  feedback  system  the  state  may  have  established. 

A  primary  care  network  may  be  philosophically  more  attractive  to  some  providers 
because  fee-for-service  payment  is  maintained.  There  are  no,  or  few,  direct  financial 
incentives  for  providers  to  deny  access  to  care  or  deliberately  provide  fewer  services  than 
the  patient  needs,  which  reduces  (although  it  does  not  eliminate)  the  state's  quality 
assurance  burden.  If  the  state  is  successful  in  inducing  a  large  number  of  primary  care 
physicians  to  participate,  recipients'  real  ability  to  choose  a  family  doctor  may  actually 
be  improved.  Also,  because  the  PCP  is  responsible  for  approving  all  referral  services,  the 
state  should  not  need  to  implement  direct  administrative  controls  such  as  prior 
authorization  for  inpatient  care  or  for  particular  surgical  procedures. 

On  the  other  hand,  while  fee-for-service  primary  care  networks  of  this  type  may 
permit  states  to  reduce  their  direct  utilization  control  efforts,  all  other  state  claims 
processing  and  control  systems  must  remain  in  place.  Also,  as  in  partially  capitated 
approaches,  states  must  develop  and  implement  systems  to  assure  that  bills  not  authorized 
by  the  primary  care  provider  are  not  paid  and  to  monitor  the  utilization  patterns  of  each 
provider's  enrolled  panel  of  patients,  in  order  to  evaluate  and  provide  feedback  about  the 
provider's  performance  in  containing  costs.  The  contracting  process  also  requires 
significant  resources,  especially  if  large  numbers  of  physicians  are  involved.  Systems  to 
support  recipients'  selection  of  (or  assignment  to)  and  enrollment  with  a  primary  care 
provider  may  be  even  more  problematic  than  with  capitated  plans,  because  of  the  greater 
number  of  providers  serving  as  case  managers.  Monitoring  of  the  24-hour  availability 
requirement,  e.g.,  through  spot-checks,  is  also  important,  because  many  traditional 
physicians  do  not  normally  make  this  service  available. 

Finally,  realization  of  savings  from  a  fee-for-service  managed  care  approach  is  less 
certain  than  under  a  capitation  approach.  In  addition  to  the  limited  (if  any)  financial 
incentives  for  providers,  many  solo  practitioners  may  be  deterred  by  malpractice  concerns 
and  issues  of  medical  politics  from  denying  services  recommended  by  referral  specialists. 

D.    Recipient  Groups  Included 

Another  policy  decision  states  must  make  is  whether  to  include  all  Medicaid 
recipients  under  a  managed  health  care  approach  or  to  limit  it  to  a  subgroup  of  recipients, 
such  as  families   receiving  AFDC   cash  assistance.    Many   states   pursuing  prepaid 


*  Enrollments  with  any  one  primary  care  provider  are  likely  to  be  small  in  this  type  of 
system.  Assessments  of  individual  providers'  performance  must  take  into  account  the 
possibility  that  the  provider's  patients  are  in  fact  sicker  than  the  "average"  Medicaid 
enrollee. 
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approaches  have  chosen  to  limit  them  to  the  AFDC  population,  because  it  most  resembles 
the  general  population  HMOs  are  used  to  dealing  with.  A  few  states,  however,  permit 
aged,  blind  and  disabled  recipients  to  elect  HMO  enrollment,  and  one  has  included  them  in 
a  mandatory  prepaid  demonstration  project.  No  state  permits  medically  needy  individuals 
who  become  eligible  through  the  "spend-down"  process  to  enroll  in  an  HMO. 
Fee-for-service  managed  health  care  plans  are  usually  limited  to  the  non-Medicare 
population,  because  of  uncertainty  about  states'  ability  to  restrict  the  freedom-of-choice 
of  Medicare  beneficiaries.  A  few  states  have  used  fee-for-service  managed  care  systems 
to  provide  medical  care  to  their  General  Assistance  populations. 

E.    Recipient  Participation  Options 

In  addition  to  deciding  how  to  structure  the  financial  incentives  for  providers  and 
which  recipient  groups  to  include,  states  considering  managed  health  care  alternatives 
must  also  decide  whether  Medicaid  recipients  will  be  required  to  participate  in  the  system 
or  permitted  to  make  their  own  decision  about  whether  or  not  to  participate.  The  new 
"freedom-of-choice"  waiver  authority,  added  to  the  Medicaid  statute  in  1981,  can  be  used 
to  require  recipients  to  select  a  primary  care  provider/case  manager  or  to  choose  among 
available  prepaid  plans.  It  generally  cannot  be  used  to  limit  recipients'  choices  to  a  single 
provider  or  prepaid  plan. 

Advantages  and  disadvantages  of  mandatory  versus  voluntary  participation  will  be 
discussed  in  the  next  section,  which  presents  several  alternative  approaches  to  managed 
health  care,  combining  policy  choices  on  financial  incentive  structures  for  providers  and 
participation  requirements  for  recipients. 

III.  STRATEGIC  ALTERNATIVES 

The  major  alternative  approaches  to  implementing  a  managed  health  care  system 
involve  combinations  of  the  provider  reimbursement  and  recipient  participation  options 
discussed  in  the  previous  section.  The  three  major  alternatives  currently  available  are: 

1.  Require  Medicaid  recipients  to  choose  among  several  participating  HMOs  or  other 
prepaid  providers,  with  no  fee-for-service  option  available. 

2.  Require  Medicaid  recipients  to  choose  a  single  primary  care  provider/case  manager, 
which  may  be  a  fee-for-service  or  partially  capitated  physician  or  clinic  or  a  fully 
capitated  HMO. 

3.  Seek  to  encourage  voluntary  enrollment  of  Medicaid  recipients  in  HMOs  or  other 
prepaid  plans  through  a  variety  of  means. 

The  first  two  of  these  alternatives  require  federal  waivers,  the  third  usually  does 
not.  In  the  following  discussion,  the  three  model  approaches  are  described  in  detail  and 
illustrated  by  the  managed  health  care  programs  developed  in  several  states.* 


*  Until  the  April  1986  enactment  of  the  Consolidated  Omnibus  Budget  Reconciliation  Act 
of  1985  ("COBRA;"  P.L.  99-272),  a  fourth  alternative  was  available.  It  involved 
contracting  on  a  capitated  risk  basis  with  a  fiscal  intermediary  (called  in  this  case  a 
"health  insuring  organization"  or  HIO)  for  a  defined  geographic  area,  and  obtaining 
waivers  to  permit  the  HIO  to  operate  a  primary  care  case  management  system.  A  brief 
discussion  of  why  the  HIO  approach  was  attractive  to  states  and  why  it  is  no  longer  viable 
can  be  found  in  section  IV. G  below. 


-  209  - 


A.    Managed  Health  Care  Through  Prepaid  Capitation  Contracts  With  Multiple  HMOs  or 


Other  Prepaid  Health  Plans 


1.  Using  Fully  Capitated  Plans 

If  enough  HMOs  in  a  particular  geographic  area  are  willing  to  accept  Medicaid 
enrollees,  "freedom-of-choice"  waivers  can  be  used  to  require  all  Medicaid  recipients  (or 
all  of  some  subset  of  Medicaid  recipients,  such  as  AFDC  recipients)  to  choose  among  the 
available  HMOs.*  The  HMOs  are  paid  on  a  capitation  basis  and  are  at  risk  for  all  or  most 
primary  and  acute  medical  care  required  by  their  enrollees.  Use  of  this  approach  was 
facilitated  by  a  1981  federal  legislative  change  that  made  more  HMOs  eligible  to  contract 
with  Medicaid.** 

Taking  advantage  of  these  new  authorities,  Wisconsin  implemented  an  "HMO 
Preferred  Enrollment  Initiative"  that  requires  AFDC  recipients  in  Milwaukee  County  and 
Dane  County  (Madison)  to  choose  among  several  HMOs  participating  in  the  program.  No 
fee-for-service  option  is  available,  except  for  a  limited  group  of  recipients  with  special 
needs.  With  five  HMOs  under  contract  for  Dane  County  and  nine  for  Milwaukee,  virtually 
all  physicians  and  other  providers  who  previously  served  Medicaid  patients  are  affiliated 
with  at  least  one  of  the  HMOs.  Thus,  Medicaid  recipients  have  about  as  large  a  choice  of 
primary  care  providers  as  they  had  before.  After  more  than  a  year  of  operation,  almost 
10,000  AFDC  recipients  are  enrolled  in  Dane  County  and  almost  110,000  in  Milwaukee. 
These  figures  represent  about  35%  of  all  AFDC  recipients  in  the  state  and  about  28%  of 
all  Medicaid  recipients.  Total  savings  to  the  state  and  federal  governments  over  the 
1985-87  biennium  are  estimated  at  $12.7  million,  based  on  1986  capitation  rates  that 
range  from  88.5%  to  93%  of  estimated  costs  under  the  fee-for-service  system. 

An  initiative  such  as  Wisconsin's  gives  a  state  all  the  benefits  of  the  fully  capitated 
approach.***  All  recipients  are  enrolled  in  organizations  that  have  strong  financial 
incentives  to  provide  needed  care  efficiently.  Since  the  capitation  rates  are  set  at  less 
than  the  state's  expected  costs  under  the  old  FFS  system,  savings  to  the  state  are 
virtually  guaranteed.  In  addition,  the  ability  of  recipients  to  leave  any  particular  HMO 
and  enroll  in  another  one  provides  some  protection  against  substandard  care. 


*  In  addition  to  a  waiver  to  require  recipients  to  choose  a  primary  care  provider,  this 
approach  also  requires  a  waiver  to  limit  participation  in  the  program  to  cost-effective 
providers,  in  this  case  HMOs.] 

**  From  1977  to  1981,  states  were  permitted  to  enroll  Medicaid  recipients  in  capitated 
comprehensive  health  care  plans  only  if  the  plans  had  not  more  than  50  percent  Medicare 
and  Medicaid  enrollment  and  were  federally  qualified  HMOs  or  were  based  at  community 
health  centers  that  had  received  federal  funding  from  the  U.S.  Public  Health  Service  since 
1976.  In  1981,  states  were  permitted  to  establish  their  own  definitions  and  qualification 
standards  for  HMOs  serving  Medicaid  patients  and  to  allow  HMOs  contracting  with 
Medicaid  to  have  up  to  75  percent  Medicare  and  Medicaid  enrollment. 

***  Programs  similar  to  Wisconsin's  currently  operate  in  Arizona  (statewide),  Missouri 
(Kansas  City),  New  York  (Monroe  County),  and  Minnesota  (Twin  Cities).  Implementation 
is  expected  soon  in  California  (San  Diego  County.) 
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Disadvantages  of  the  approach  are  few.  Of  course,  administrative  costs  must  be 
incurred  to  set  up  the  new  systems  and  oversight  mechanisms  required  by  a  prepaid 
approach.  These  costs  and  the  time  involved  in  developing  these  systems  should  not  be 
underestimated.  (See  section  IV. C  below,  for  a  more  detailed  discussion.)  Even  though 
recipients  can  leave  any  particular  plan,  denial  of  needed  care  is  still  a  possibility, 
especially  in  urgent  after-hours  situations  when  a  physician  may  not  interpret  the 
seriousness  of  a  patient's  complaint  adequately  over  the  telephone.  Such  problems  can 
lead  to  "horror  stories"  that  harm  the  program's  image,  even  if  significant  quality  of  care 
problems  do  not  really  exist.  Politically,  there  may  also  be  resistance  from  recipients  and 
advocates  to  the  idea  of  limiting  choice;  in  Wisconsin,  this  was  not  a  problem,  because  the 
state  began  consultations  with  recipient  groups  very  early  in  the  developmental  process, 
in  addition  to  other  reasons  noted  later. 

The  most  obvious  objection  to  this  approach  is  the  difficulty  of  getting  enough 
prepaid  plans  interested  in  participating.  In  Wisconsin,  creation  of  a  climate  in  which 
many  HMOs  were  willing  to  contract  with  Medicaid  was  facilitated  by  major  health  care 
reform  legislation  passed  by  the  Wisconsin  legislature  in  1983.  The  legislation  permitted 
"closed  panel"  health  care  arrangements*  for  the  first  time  under  state  law,  thus  allowing 
staff-  and  group-model  HMOs  and  closed-panel  IPAs  to  operate  without  federal 
qualification.  It  required  employers  to  offer  employees  a  choice  between  an  HMO  (if 
available  in  the  area)  and  the  company's  standard  benefit  plan.  And,  perhaps  most 
importantly,  it  changed  the  state  employee  health  benefits  plan  to  encourage  employees 
to  enroll  in  cost-effective  alternatives,  primarily  HMOs. 

The  legislation,  combined  with  pressures  for  cost  savings  from  both  public  and  private 
purchasers,  changed  the  entire  health  care  marketplace  in  Wisconsin,  virtually  overnight. 
New  HMOs  were  created,**  and  two-thirds  of  state  employees  chose  to  join  them  for 
1984,  compared  to  15  percent  the  previous  year.  "Competition"  and  HMOs  became 
accepted  as  mainstream  health  care.  Welfare  recipients  clearly  were  not  being  singled 
out  and  forced  into  a  second  class  health  care  system.***  Leading  with  the  middle-class 
(public  and  private  sector  employees),  if  at  all  feasible,  is  a  desirable  strategy  that  helps 
to  reduce  the  risk  that  Medicaid  recipients  will  be  taken  advantage  of  by  unscrupulous  or 
low  quality  providers.**** 


*  "Closed  panel"  refers  to  the  ability  of  a  health  care  plan  to  limit  its  panel  of  providers. 
Previously,  Wisconsin  permitted  only  "open  panel"  plans,  which  were  required  to  allow  any 
provider  willing  to  accept  the  plan's  ground  rules  to  participate. 

**  For  example,  the  number  of  HMOs  available  to  state  employees  grew  from  8  in  1983 
to  16  in  1984,  20  in  1985,  and  25  in  1986.] 

***  In  fact,  of  the  fourteen  HMOs  contracting  with  Medicaid  in  Wisconsin,  only  two 
currently  have  waivers  of  the  "75%  Rule,"  the  federal  requirement  that  HMOs  contracting 
with  Medicaid  have  no  more  than  75  percent  Medicaid/Medicare  enrollment.  Thus,  in 
general,  AFDC  families  are  receiving  their  health  care  from  the  same  providers  used  by 
the  general  population. 

****  Other  possible  ways  of  reducing  mainstream  HMOs'  reluctance  to  enroll  Medicaid 
patients  are  discussed  in  section  IV. A  below. 
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2.  Using  Partially  Capitated  Plans 


Not  every  state  can  create  an  overnight  revolution  in  its  mainstream  health  care 
system.  Faced  with  a  lack  of  interest  in  Medicaid  by  federally  qualified  HMOs  and  no  law 
permitting  state  certification  of  HMOs,  the  Oregon  Medicaid  program  solicited  providers 
to  participate  in  Medicaid  on  a  partially  capitated  based.  Called  "Physician  Care 
Organizations"  or  PCOs,  these  new  prepaid  health  plans  are  capitated  for  physicians' 
services  and  laboratory  and  x-ray  tests.*  In  addition,  if  the  PCOs  succeed  in  reducing 
utilization  of  hospital  inpatient  and  outpatient  services  and  prescription  drugs,  the  savings 
will  be  shared  equally  between  the  PCO  and  the  state. 

If  enough  PCO  capacity  could  be  contracted  for  in  each  of  four  metropolitan  areas, 
Oregon  planned,  like  Wisconsin,  to  eliminate  the  fee-for-service  option  and  require  AFDC 
recipients  to  choose  among  the  available  prepaid  plans.  This  goal  was  reached  in 
Multnomah  County  (Portland),  where  20,000  AFDC  recipients  now  must  choose  among 
eight  PCOs  and  one  federally  qualified  HMO.  The  program  has  been  operational  since 
February  1985.** 

As  in  Wisconsin,  the  Oregon  approach  assures  that  all  AFDC  recipients  are  enrolled  in 
organizations  that  have  strong  financial  incentives  to  provide  needed  care  efficiently. 
When  not  enough  full  service  HMOs  are  willing  to  enroll  Medicaid  recipients,  the  partially 
capitated  approach  gives  smaller  providers,  who  could  probably  not  accept  the  risk  of  a 
fully  capitated  arrangement,  a  chance  to  come  forward  and  offer  their  services,  thus 
making  it  more  likely  that  the  state  will  obtain  sufficient  prepaid  capacity  to  serve  the 
entire  target  population.  Major  disadvantages  of  state-operated  partial  capitation 
systems  were  discussed  earlier  (II. B).  It  is  worth  noting,  however,  that  quality  and  access 
oversight  mechanisms  will  need  to  be  particularly  vigilant,  since  the  plans  generally  do 
not  enroll  private  paying  patients  on  a  prepaid  basis.  The  potential  for  prepaid  Medicaid 
"mills"  must  be  recognized  and  guarded  against. 

3.  When  Only  One  Prepaid  Plan  Is  Available:  "Default"  or  Automatic  Enrollment) 

In  some  areas  of  a  state,  particularly  rural  areas,  the  potential  for  development  of 
multiple  prepaid  options  may  be  limited.  Or,  even  in  an  urban  area,  only  one  HMO  may  be 
interested  in  serving  Medicaid  patients,  and  partially  capitated  approaches  may  not  be 
viable  for  one  reason  or  another.  In  such  cases,  "default"  enrollment  into  the  single 
prepaid  plan  can  be  an  alternative  to  strictly  voluntary  enrollment. 


*  Oregon  has  obtained  a  special  statutory  exemption  to  capitate  some  additional 
ambulatory  services,  particularly  EPSDT,  but  this  exemption  is  not  available  to  other 
states. 

**  Other  states  using  partial  capitation  approaches  include  California,  Massachusetts, 
Michigan,  Nevada,  New  Jersey,  New  York  and  North  Carolina.  Enrollment  is  completely 
voluntary  in  all  of  these  projects  (except  see  discussion  of  Michigan  program  in  section 
III.B). 
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When  enrollment  in  prepaid  plans  is  available  to  Medicaid  recipients  on  a  voluntary 
basis,  recipients  remain  in  the  traditional  fee-for-service  system  unless  they  make  an 
affirmative  decision  to  enroll  in  the  prepaid  plan.  That  is,  staying  in  the  fee-for-service 
system  is  the  "default"  assignment  made  if  the  recipient  fails  to  choose  an  alternative. 
Since  the  fee-for-service 

system  is  known  to  be  less  efficient  than  prepaid  plans,  some  states  have  suggested  that 
recipients  who  do  not  affirmatively  choose  to  remain  in  the  fee-for-service  system  should 
be  assigned  to  the  prepaid  plan,  i.e.,  that  enrollment  in  the  prepaid  plan  should  be  the 
default  status. 

Federal  rules  governing  contracts  with  prepaid  plans  generally  require  that  Medicaid 
recipients  be  allowed  to  disenroll  from  a  prepaid  plan  at  any  time  without  cause.*  This 
requirement  cannot  be  waived  under  the  "freedom-of-choice"  waiver  authority.** 
However,  waivers  can  be  granted  to  permit  a  state  to  assign  recipients  automatically  to  a 
prepaid  plan  unless  they  specifically  request  to  remain  in  the  fee-for-service  system. 
Recipients  so  assigned  must  be  permitted  to  disenroll  from  the  prepaid  plan  to  the  same 
extent  that  voluntary  enrollees  must  be  permitted  to  disenroll. 

There  is  only  limited  experience  to  date  with  this  approach.  Wisconsin  and  New 
Hampshire  both  were  granted  waivers  to  implement  automatic  enrollment  in  HMOs  in 
certain  geographic  areas.  New  Hampshire  subsequently  elected  not  to  implement  the 
waiver.  Wisconsin  implemented  it  for  about  a  year  in  the  relatively  rural  Marshfield 
area.  Virtually  all  physicians  in  the  area  were  affiliated  with  the  Greater  Marshfield 
Health  Plan  and,  when  automatic  enrollment  was  implemented,  very  few  of  the 
approximately  4,500  AFDC  recipients  in  the  area  elected  not  to  enroll.  Prior  to 
automatic  enrollment,  only  about  600  recipients  had  voluntarily  enrolled.  The  project  was 
terminated  when  the  state  and  the  plan  could  not  agree  on  a  capitation  rate  for  the 
subsequent  year.  (Squarrell,  Hansen  and  Neuschler,  1985) 

The  automatic  enrollment  approach  allows  a  state  to  reap  most  of  the  advantages  of 
a  capitated  system,  even  if  only  one  prepaid  plan  is  available  in  an  area.  Protection 
against  biased  selection  (discussed  more  extensively  in  section  IV. D  below)  is  better  than 
under  completely  voluntary  enrollment,  but  not  as  good  as  in  a  mandatory  choice 
situation.***  Other  disadvantages  are  basically  the  same  as  for  the  capitation 
arrangements  previously  discussed. 


*  Termination  of  enrollment  must  be  effective  no  later  than  the  beginning  of  the  first 
calendar  month  following  a  full  calendar  month  after  a  request  to  disenroll  is  made. 
However,  for  federally  qualified  HMOs  that  meet  the  "75%  Rule"  and  for  prepaid  plans 
based  at  federally  funded  community  health  centers,  states  may  establish  6-month 
enrollment  periods,  permitting  disenrollment  without  cause  only  during  the  first  30  days 
of  each  such  period.  No  restriction  is  permitted  on  disenrollment  for  cause. 

**  However,  the  disenrollment-on-demand  requirement  can  be  waived  under  the  general 
demonstration  authority. 

***  A  plan  could,  e.g.,  encourage  high  risk  enrollees  to  disenroll  by  suggesting  that  the 
enrollee's  needs  could  be  better  met  outside  the  plan. 
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B.    Mandatory  Selection  of  a  Primary  Care  Provider/Case  Manager 


Usually  called  "primary  care  case  management"  (PCCM)  systems  or  primary  care 
networks,  managed  care  programs  of  this  type  simply  require  Medicaid  recipients  to 
choose  and  enroll  with  a  primary  care  provider/case  manager,  which  will  probably  be  a 
fee-for-service  physician  or  clinic  but  may  also  be,  if  they  are  available,  a  partially 
capitated  physician  group  or  clinic,  or  a  fully  capitated  HMO.  The  distinguishing 
characteristic  of  this  approach  is  the  use  of  fee-for-service  providers  as  case  managers, 
and  the  discussion  here  focuses  on  the  fee-for-service  component. 

The  basic  outline  of  the  PCCM  approach  was  presented  earlier  (see  section  II. C).  An 
example  is  Michigan's  "Physician  Primary  Sponsor  Plan,"  which  began  in  mid- 1982.  Under 
the  plan,  most  categorically  needy  Medicaid  recipients  in  Wayne  County  (Detroit) — except 
those  eligible  for  Medicare — must  select  a  primary  care  provider  from  approximately 
1,300  available  physician  sponsors.*  Physician  sponsors  must  personally  provide  50  percent 
of  all  primary  care  services  to  their  enrollees**,  guarantee  24-hour  telephone  access,  and 
authorize  most  other  Medicaid-covered  services  before  Medicaid  will  pay  the  bill- 
Sponsors  receive  $3.00  per  enrollee  per  month,  up  to  a  maximum  of  $3,000  per  month,  as  a 
case  management  fee.*** 

The  major  advantages  and  disadvantages  of  a  fee-for-service  managed  care  approach 
were  discussed  earlier  (II. C).  Michigan  has  found  the  logistics  of  enrolling  about  370,000 
recipients  with  numerous  individual  sponsors  to  be  particularly  difficult.  After  three  and 
a  half  years  of  operation  (as  of  early  1986),  about  82,000  individuals  are  enrolled  with 
physician  sponsors.  When  HMOs  and  partially  capitated  clinics  are  included,  slightly  more 
than  half  of  the  target  population  is  enrolled  in  one  or  the  other  of  the  three  forms  of 
managed  health  care.****  HMO  enrollment,  in  particular,  has  grown  over  50  percent 
since  the  requirement  to  choose  a  provider  was  instituted.  In  the  capitated  programs,  the 
state  saves  10  percent  off  estimated  costs  under  the  traditional  fee-for-service  system, 
assuming  there  is  no  biased  selection  of  enrollees.  Very  preliminary  evaluation  results  for 
the  Physician  Sponsor  component  show  a  net  savings  of  about  two  percent,  after 
accounting  for  the  case  management  fee  and  all  administrative  costs. 

C.    Encouraging  Voluntary  Enrollment  in  HMOs  and  Other  Prepaid  Health  Plans 

For  a  variety  of  reasons,  a  state  may  not  wish  to  mandate  enrollment  in  a  prepaid 
plan  or  selection  of  a  primary  care  provider.  Several  techniques  are  available  to 
encourage  Medicaid  recipients  to  enroll  in  prepaid  plans  voluntarily.  As  mentioned 
earlier,  the  1981  federal  legislation  permits  states  to  establish  their  own  HMO  definition 
for  Medicaid  purposes  and  relaxes  the  requirement  for  private  enrollment  from  50  percent 

*  Recipients  who  enroll  in  any  of  several  HMOs  or  two  "Capitated  Ambulatory  Plans" 
need  not  select  an  individual  physician  sponsor. 

**  This  requirement  is  imposed  in  lieu  of  selecting  physician  sponsors  only  from  the 
primary  care  specialties. 

***  Other  states  requiring  recipients  to  designate  a  primary  care  provider  include 
Colorado  (statewide),  Utah  (metro  area),  Kansas  (urban  areas),  and  Tennessee  (rural  Maury 
County).  Similar  programs  are  just  beginning  in  Connecticut  (Middlesex  County)  and 
Kentucky  (statewide). 

****  Enrollment  has  been  hampered  by  Michigan's  desire  to  work  with  advocacy  groups 
who  oppose  the  program.  Full  implementation  of  mandatory  enrollment  awaits  final 
evaluation  results. 
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to  25  percent.  Having  more  HMOs  available  for  Medicaid  recipients  to  choose  from  is  the 
first  step  in  increasing  Medicaid  HMO  enrollment.  In  addition  to  Wisconsin,  Illinois,  Ohio 
and  New  York  have  been  particularly  aggressive  in  this  area.  Ohio,  New  York  and 
Pennsylvania  have  granted  state  funds  to  providers  that  want  to  switch  from 
fee-for-service  to  prepaid  operation  and  agree  to  enroll  Medicaid  patients.  Other  ways  of 
encouraging  prepaid  plans  to  participate  in  Medicaid  are  discussed  below  in  section  IV.A. 

Just  increasing  the  number  of  prepaid  plans  available  to  Medicaid  recipients  is  a 
major  step  toward  increasing  Medicaid  HMO  enrollment.  Some  observers  believe  that,  if 
HMOs  are  available,  Medicaid  recipients  will  join  them.  Among  their  attractive  features 
are  the  removal  of  the  "stigma"  sometimes  associated  with  a  Medicaid  card  and 
guaranteed  access  to  primary  care  physicians,  especially  obstetricians,  few  of  whom  are 
willing  to  accept  Medicaid  patients  on  a  fee-for-service  basis.  States  can  build  on  these 
features  by  instituting  a  system  of  "choice  counselling"  or  "dual  choice"  as  part  of  the 
Medicaid  eligibility  determination  process.  (See  section  IV.A. 4  below  for  more  details.) 
When  told  they  have  a  choice  about  how  they  receive  their  health  care,  many  recipients 
will  opt  for  the  advantages  of  managed  care.  In  addition,  most  prepaid  plans,  having  once 
decided  to  participate,  will  market  agressively  to  the  Medicaid  population. 

On  the  other  hand,  some  observers  believe  that  there  are  few  direct,  tangible 
incentives  for  Medicaid  recipients  to  join  prepaid  plans  and  that,  therefore,  few  recipients 
will  enroll.  A  number  of  methods  are  available  to  give  Medicaid  recipients  direct 
incentives  to  enroll. 

First,  HMO  enrollees  are  exempt  by  federal  statute  from  any  copayments  the  state 
may  choose  to  impose  in  fee-for-service  Medicaid.  This  can  be  a  potent  motivator. 
Illinois,  which  requires  per  diem  copayments  on  inpatient  hospital  care,  saw  its  HMO 
enrollment  in  the  Chicago  area  grow  from  1,300  in  June  1981  to  almost  73,000  as  of 
December  1985,  after  the  copayments  were  imposed  in  July  1983  and  the  number  of 
available  HMOs  was  increased  from  two  to  seven.  Of  course,  copayments,  if  used  at  all, 
must  be  imposed  statewide,  while  HMOs  are  usually  available  only  in  certain  areas.  For 
this  and  other  policy  reasons,  states  often  find  copayments  to  be  undesirable. 

Next,  prepaid  plans  may  offer  Medicaid  enrollees  benefits  that  go  beyond  the  services 
normally  covered  by  Medicaid.  No  waiver  is  needed  to  do  so.  While  many  states'  benefit 
packages  are  quite  rich,  covering  most  of  the  medical  services  that  HMOs  can  conceivably 
offer,  some  plans  find  that  transportation  to  routine  appointments  or  coverage  of  certain 
over-the-counter  drugs  are  attractive  to  potential  Medicaid  enrollees.  These  have  the 
additional  benefit  of  increasing  patient  compliance  with  prescribed  treatments. 

Finally,  states  may  offer  6  months  of  guaranteed  eligibility  for  Medicaid  recipients 
who  elect  to  enroll  in  an  HMO  and  agree  to  remain  enrolled  for  the  guarantee  period. 
Under  this  guarantee,  the  recipient  remains  enrolled  in  the  HMO  and  the  state  continues 
to  pay  the  monthly  premium  for  the  6  month  period,  even  if  the  recipient  becomes 
ineligible  for  Medicaid  during  that  time.  Only  services  provided  through  the  HMO  are 
covered  by  the  guarantee.  Since  1981,  federal  financial  participation  in  the 
eligibility/enrollment  guarantee  has  been  available  at  state  option,  without  waivers,  for 
enrollees  in  federally  qualified  HMOs.  The  option  was  recently  extended  to  include 
enrollees  in  prepaid  plans  based  at  federally  funded  community  health  centers,  but  not  for 
enrollees  in  other  prepaid  health  plans. 
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The  effectiveness  of  the  guarantee  as  an  enrollment  incentive  is  as  yet  untested.* 
Using  demonstration  waivers,  Maryland  has  recently  begun  a  project  that  will  offer  a 
12-month  eligibility/enrollment  guarantee  at  two  HMOs  in  Baltimore.  New  York  offers  a 
6-month  guarantee  for  enrollees  in  federally  qualified  HMOs,  but  the  only  such  plan 
currently  participating  has  very  small  Medicaid  enrollment.  The  state  will  soon 
implement  a  demonstration  waiver  to  offer  the  guarantee  at  one  additional  plan  and  is 
seeking  demonstration  waivers  to  offer  it  at  all  of  the  new  prepaid  plans  it  has  funded, 
once  they  become  operational. 

There  are  several  advantages  to  maintaining  a  voluntary  approach  to  enrollment  in 
prepaid  plans.  First,  access  to  and  quality  of  care  are  more  likely  to  be  maintained  if 
plans  have  to  convince  Medicaid  recipients  that  it  is  advantageous  to  enroll  and  remain 
enrolled.  Second,  it  may  be  more  consistent  with  the  state's  underlying  political 
philosophy.  Third,  it  is  less  likely  to  provoke  opposition  from  Medicaid  recipients  and 
their  advocates. 

On  the  other  hand,  real  savings  to  the  state  are  far  from  guaranteed  under  a 
voluntary  enrollment  approach.  Fewer  prepaid  plans  will  be  interested  in  participating, 
because  of  high  turnover  rates  and  significant  marketing  costs.  (See  discussion  below  in 
section  IV.A.3.)  Encouraging  Medicaid  recipients  to  enroll  in  prepaid  plans  voluntarily  is 
more  difficult  than  attracting  private  sector  enrollment,  because  few  direct  financial 
incentives  can  be  offered  and  because  Medicaid  recipients  must  be  approached 
individually.  (See  discussion  in  section  IV.A.4.)  Therefore,  enrollment  totals  will  be 
significantly  lower  than  under  a  mandatory  approach.  In  addition,  the  problem  of 
potentially  biased  selection  (discussed  below  in  section  IV.D)  means  that  the  true  savings 
to  the  state,  if  any,  from  Medicaid  enrollment  in  prepaid  plans  cannot  be  measured  simply 
as  the  difference  between  the  capitation  rate  and  the  average  expected  fee-for-service 
cost.  If  the  individuals  who  choose  to  enroll  in  the  prepaid  plans  use  less  care  than  the 
average,  total  state  outlays  may  actually  increase. 

D.  Summary 

As  can  be  seen,  the  decision  whether  to  pursue  a  managed  health  care  initiative  for 
the  Medicaid  population  is  not  a  simple  one.  The  state's  basic  orientation  to  the  role  of 
government  in  the  health  care  marketplace  is  a  major  determinant,  but  there  are  many 
other  significant  policy  considerations  as  well.  This  section  has  been  able  to  deal  only 
with  the  primary  advantages  and  disadvantages  of  each  managed  care  approach,  under  the 
assumption  that  any  of  the  approaches  could  feasibly  be  implemented.  Often,  however, 
the  decision  whether  and  which  approach  to  pursue  will  hinge  on  practical  considerations 
about  the  likelihood  of  successful  implementation  of  one  approach  versus  another.  The 
following  section  deals  with  some  of  the  practical  implementation  issues  and  obstacles 
that  states  considering  managed  care  options  will  need  to  face.  The  final  approach  chosen 
may  well  depend  on  how  the  state  thinks  these  issues/obstacles  can  best  be  addressed  in 
its  particular  environment. 

IV.  IMPLEMENTATION  ISSUES  FOR  MANAGED  CARE  APPROACHES 

This  section  briefly  presents  and  discusses  a  number  of  practical  implementation 
issues  and  potential  obstacles  that  states  considering  managed  care  options  will  need  to 
face.  The  final  shape  of  a  state's  managed  care  approach  will  depend  on  which  answers  to 
these  questions  seem  most  appropriate,  given  the  general  environment  and  other  factors 
the  state  must  consider. 

*  The  enrollment  guarantee  may  be  more  important  to  the  plans  than  it  is  to  the 
enrollees.  See  the  discussion  about  enrollment  turnover  in  section  IV.A.3. 
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A.    How  Can  More  Prepaid  Plans  Be  Induced  to  Enroll  Medicaid  Recipients? 

One  of  the  major  obstacles  to  implementing  a  prepaid  managed  health  care  strategy 
for  Medicaid  is  the  reluctance  of  some  mainstream  HMOs  to  serve  Medicaid  patients. 
This  reluctance  may  stem  from  a  number  of  causes: 

concern  that  Medicaid  patients  constitute  a  high  risk  population; 

location  of  HMO  provider  sites  primarily  in  suburban,  middle  and  upper  income  areas; 

fear  that  enrolling  Medicaid  recipients  will  stigmatize  it  as  a  "welfare  HMO"  and  thus 
undermine  private  sector  marketing  efforts; 

lack  of  familiarity  with  Medicaid  recipients,  leading  to  belief  in  various  stereotypes 
about  the  population,  e.g.,  that  Medicaid  patients  are  difficult  to  deal  with,  won't 
comply  with  prescribed  regimens,  and/or  won't  accept  restrictions  on  access; 

high  marketing  costs  compared  to  employer  groups,  due  to  the  need  to  contact 
recipients  individually; 

high  turnover  rates  due  to  frequent  loss  of  eligibility,  which  increases  concern  both 
about  high  use  rates  for  short-term  enrollees  and  about  marketing  costs  necessary  to 
maintain  enrollment  levels; 

low  Medicaid  payment  rates  for  many  services  which,  combined  with  the  federal 
requirement  that  capitation  rates  not  exceed  expected  fee-for-service  expenditures, 
may  make  monthly  Medicaid  premiums  too  low  from  the  HMOs'  point  of  view; 

administrative  difficulties  associated  with  providing  broader  benefits  (e.g.,  dental, 
optical)  to  the  Medicaid  population  than  the  HMO  offers  its  private  enrollees;  and 

additional  reporting  requirements  and  government  oversight  associated  with  a 
Medicaid  contract,  e.g.,  medical  audits,  prior  approval  of  subcontracts,  state 
coverage  directives,  appeal  to  state  if  grievance  is  not  resolved  within  the  plan,  etc. 

This  section  first  addresses  some  general  notions  about  how  HMOs  can  be  made  more 
interested  in  Medicaid  and  highlights  some  specific  provider  types  who  serve  Medicaid 
now  and  may  be  interested  in  converting  to  prepaid  operation.  Discussed  thereafter  are 
specific  ways  states  can  address  the  concerns  of  prepaid  plans  about  risk,  turnover, 
marketing  costs,  and  low  Medicaid  rates. 

1.  General  Considerations 

•     Competition  in  the  Health  Care  Marketplace 

The  major  key  to  breaking  down  HMO  reluctance  to  serve  Medicaid  patients  may  well 
be  the  level  of  competition  in  the  state's  health  care  marketplace  generally.  If  a  number 
of  organized  health  care  delivery  systems  are  competing  for  market  share,  each  will  be 
anxious  to  maximize  enrollment  (including  Medicaid)  in  order  to  spread  its  overhead  costs 
across  the  largest  possible  patient  base.  Thus,  the  best  thing  a  state  can  do  to  expand 
Medicaid  HMO  enrollment  may  well  be  to  foster  the  development  of  the  competitive 
health  care  marketplace  in  the  state,  as  Wisconsin  has  done: 
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Make  sure  state  laws  and  regulations  do  not  unduly  restrict  development  of 
alternative  systems  such  as  HMOs  and  preferred  provider  organizations  (PPOs). 

Exchange  ideas,  data  and  expertise  with  business  leaders  interested  in  health  care 
cost  containment. 

Restructure  the  state's  contribution  to  its  own  employee  health  care  benefits 
program,  if  necessary,  to  assure  that  state  employees  have  incentives  to  select 
cost-effective  health  plans. 

Because  prepaid  plans  have  to  sell  themselves  to  private  sector  employees  on  quality 
and  access  as  well  as  lower  cost,  alternative  systems  for  Medicaid  patients  work  better 
and  are  less  likely  to  lead  to  second  class  care  or  outright  abuse  if  Medicaid  can  follow  on 
the  heels  of  the  private  sector  rather  than  trying  to  lead  it. 

•  State  Start-Up  Grants  for  New  Prepaid  Plans 

If  the  Medicaid  population  has  not  yet  become  attractive  to  mainstream  HMOs  in  the 
state,  an  alternative  is  to  assist  traditional  Medicaid  providers  who  are  interested  in 
converting  to  a  prepaid  mode  of  operation.  Likely,  though  not  exclusive,  targets  here  are 
community  health  centers  and  hospitals  with  large  outpatient  clinic  operations.  Both  Ohio 
and  New  York  have  established  state-funded  grant  programs  to  assist  providers  that  wish 
to  become  HMOs  and  agree  to  enroll  Medicaid  recipients.  Pennsylvania  has  also  provided 
technical  assistance  grants,  primarily  to  community  health  centers.  Ohio  reports  that  the 
establishment  of  this  grant  program  has  caused  some  private  sector  HMOs  to  become 
more  interested  in  Medicaid,  due  to  the  threat  of  competition  from  the  new  plans. 

•  Federally  Funded  Community  Health  Centers 

The  specific  potential  of  federally  funded  community  health  centers  (CHCs)  should 
not  be  ignored.  Located  in  medically  underserved  areas  and  governed  by  community 
boards,  these  centers  have  long  been  major  providers  of  care  to  Medicaid  and  other 
indigent  patients;  further,  they  need  not  be  formal  HMOs  nor  have  private  enrollment  to 
contract  with  Medicaid  on  a  prepaid  basis.  As  they  ponder  their  future  in  the  new 
competitive  health  care  marketplace,  many  CHCs  are  becoming  interested  in  capitation 
as  a  way  of  stabilizing  their  revenue  base. 

While  few  CHCs  have  the  financial  reserves  to  accept  full  risk  for  a  comprehensive 
range  of  services,  they  have  established  organized  delivery  systems  and  have  shown 
themselves  over  the  years  to  be  judicious  users  of  inpatient  care.  Partial  capitation 
arrangements  with  CHCs  could  prove  to  be  mutually  desirable.  Such  arrangements  would 
give  CHCs  a  predictable  revenue  stream  without  subjecting  them  to  the  risk  of 
bankruptcy  due  to  the  hospital  costs  of  one  or  two  catastrophic  illnesses  or  premature 
newborns.  The  state  would  gain  a  prepaid  provider  experienced  in  managing  the  care  of 
Medicaid  and  other  poor  patients.  A  further  advantage  of  CHCs  is  that,  if  funded  by  the 
U.S.  Public  Health  Service  at  a  level  of  $100,000  or  more  currently  and  during  the 
previous  two  years,  they  need  not  be  formal  HMOs  nor  have  private  enrollment  to 
contract  with  Medicaid  on  a  prepaid  basis. 

A  drawback  of  contracting  with  CHCs  is  that  they  are  not  uniformly  well  managed. 
Some  CHCs  may  not  understand  or  appreciate  the  significant  management  challenge 
prepayment  poses  and  may  jump  in  too  hastily;  others  may  need  start-up  help  from 
outside  consultants.  Where  a  CHCs  primary  care  physicians  have  not  traditionally 
followed  their  patients  into  the  inpatient  setting,  changes  in  medical  practice 
arrangements  may  also  be  required. 
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2.  Ways  of  Limiting  the  Risk  Faced  by  Prepaid  Plans:  Reinsurance 


Prepaid  health  plans  are  at  risk  for  financial  loss  from  three  main  causes: 

First,  the  population  they  enroll  may  turn  out  to  use  services  at  a  higher  rate,  on 
average,  than  the  larger  population  on  which  the  capitation  rate  was  calculated 
(called  "adverse  selection"). 

Second,  their  enrolled  population  may  by  chance  experience  a  higher  than  average 
incidence  of  relatively  rare  conditions  that  are  very  expensive  to  treat. 

The  third  main  cause  of  financial  loss  is  simple  failure  to  manage  utilization  and 
costs  effectively. 

The  smaller  the  population  a  prepaid  plan  enrolls,  the  greater  the  risk  of  adverse 
selection  and  of  catastrophic  costs  for  a  single  illness.  For  this  reason,  many  HMOs  seek 
to  re-insure  themselves  against  these  types  of  losses.  Two  forms  of  reinsurance  are 
possible: 

Individual  stop-loss  arrangements  reimburse  the  plan  when  the  cost  of  care  for  a 
particular  individual  exceeds  a  specified  level  during  the  contract  year. 

Aggregate  reinsurance  reimburses  the  plan  when  the  plan's  overall  costs  exceed  its 
revenues  by  more  than  a  specified  amount,  but  the  reinsurance  usually  pays  only  a 
portion  of  the  loss. 

While  availability  of  stop-loss  insurance  is  important  for  regular  full  service  HMOs,  it 
is  even  more  important  for  smaller  prepaid  plans  and  those  without  significant  reserves 
who  may  be  undertaking  risk  for  the  first  time.  Unfortunately,  private  health  care 
reinsurance  is  becoming  more  difficult  and  more  expensive  to  obtain. 

An  alternative  is  for  the  state  Medicaid  program  itself  to  "reinsure"  the  prepaid  plan, 
reducing  the  capitation  rate  to  offset  the  cost  of  the  reinsurance.  Many  states  offer  their 
prepaid  plans  individual  stop-loss  arrangements  at  varying  levels,  typically  $10,000  or 
$25,000  in  costs  for  a  particular  enrollee  during  a  single  year.* 

Aggregate  reinsurance  has  generally  been  available  only  in  the  private  insurance 
market.  However,  states  are  permitted  to  share  risk  with  prepaid  plans,  and  a  few  have 
done  so  when  necessary  to  get  an  innovative  prepaid  plan  started. 

3.  How  Can  Problems  Related  to  Enrollment  Turnover  Be  Minimized? 

A  sizable  number  of  Medicaid  recipients  are  eligible  only  for  a  short  time — a  few 
months  or  so.  In  almost  all  states,  loss  of  Medicaid  eligibility  means  immediate  loss  of 
HMO  enrollment.  In  some,  HMO  enrollment  can  be  lost  if  the  recipient  shifts  from  one 
category  to  another,  even  though  continuous  eligibility  for  Medicaid  is  maintained. 
Finally,  Medicaid  recipients  generally  can  voluntarily  disenroll  from  an  HMO  at  any  time, 
and  some  do.  All  of  which  leads  to  Medicaid  enrollment  turnover  rates  of  2  to  5  percent 
per  month,  according  to  some  prepaid  plans. 


*  If  the  stop-loss  covers  all  service  costs,  there  will  be  significant  difficulties  in  pricing 
the  services  provided  directly  by  the  plan  or  its  capitated  subcontractors.  For  this  reason, 
the  stop-loss  is  often  applied  to  a  single  category  of  costs,  usually  inpatient  hospital 
care.  Even  in  this  case,  the  contract  should  specify  which  payment  schedule  will  be  used 
to  compute  "costs" — Medicaid's  or  the  plan's. 
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Prepaid  plans  complain  that  the  costs  of  serving  Medicaid  enrollees  are  much  higher 
in  the  first  few  months  of  enrollment,  significantly  exceeding  the  capitation  rate.  If  the 
recipient  remains  enrolled  for  a  reasonable  period,  the  high  upfront  costs  are  offset  by 
later  months  of  lower  cost.  If  the  recipient  disenrolls  or  loses  eligibility  after  the  first 
months,  however,  the  plan  suffers  a  significant  loss.  This  problem  has  been  documented  in 
at  least  one  study  of  Medicaid  utilization  patterns  at  a  large  staff-model  HMO. 
(Wintringham  and  Bice,  1985) 

There  are  two  possible  reasons  for  higher  utilization  rates  by  new  enrollees.  First,  a 
good  HMO  encourages  new  enrollees  to  choose  a  primary  care  physician  and  come  in  for  a 
health  assessment  as  a  way  of  getting  their  health  history  on  record  and  becoming 
acquainted  with  the  new  doctor  and  with  how  the  HMO's  system  works.  Any  problems 
found  will  be  evaluated,  which  may  require  additional  visits  or  referrals  to  specialists. 
Second,  new  enrollees  may  have  health  problems  that  have  gone  untreated.  If  newly 
eligible  for  Medicaid,  they  may  previously  have  put  off  needed  care  because  of  inability  to 
pay.  If  previously  on  Medicaid,  their  decision  to  join  the  HMO  may  reflect  an  inability  to 
obtain  needed  care  through  the  fee-for-service  Medicaid  system. 

It  should  also  be  noted  that  other  studies  (DesHarnais,  1985)  have  documented  that 
Medicaid  recipients  voluntarily  electing  HMO  enrollment  had  lower  utilization  rates  than 
the  average  Medicaid  recipient  prior  to  the  decision  to  join  an  HMO.  Whether  these  lower 
use  rates  reflect  better  health  status  or  inability  to  find  an  acceptable  fee-for-service 
provider  is  unclear. 

•  Enrollment  Guarantee 

Medicaid  managers  currently  have  limited  options  for  dealing  with  the  turnover 
issue.  As  noted  earlier,  states  have  the  option  to  guarantee  enrollment  (i.e.,  payment  of 
the  premium)  for  6  months  from  the  initial  effective  date  of  enrollment  for  Medicaid 
recipients  who  enroll  in  federally  qualified  HMOs  and  federally  funded  CHCs,  even  if 
Medicaid  eligibility  is  lost  during  that  period.  While  an  enrollment  guarantee  may  be 
helpful  in  marketing  HMOs  to  Medicaid  recipients,  its  primary  value  may  be  to  ease 
HMOs'  concerns  about  potential  high  use  rates  by  short-term  enrollees.  However,  states 
should  carefully  analyze  their  own  attrition  data  to  determine  under  what  circumstances 
such  a  guarantee  will  be  cost-effective. 

•  "Lock-In" 

To  deal  with  the  problem  of  capricious  voluntary  disenrollment,  states  have  long 
advocated  the  use  of  mandatory  6-month  enrollment  or  "lock-in"  periods.  Usually 
combined  with  an  initial  30-day  "buyer's  remorse"  period,  during  which  the  recipient  can 
disenroll  for  any  reason,  this  policy  requires  recipients  who  choose  an  HMO  to  remain 
enrolled  for  at  least  6  months  from  their  initial  enrollment,  unless  they  lose  Medicaid 
eligibility  or  there  is  good  cause  to  disenroll.  This  approach  was  widely  used  during  the 
late  1970s,  until  the  1981  legislation  required  a  policy  of  disenrollment  on  demand.  In 
1984  and  1986,  additional  federal  legislation  again  permitted  6-month  lock-in  periods,  but 
only  for  enrollees  in  federally  funded  CHCs  or  in  federally  qualified  HMOs  that  fully  meet 
the  25  percent  private  enrollment  requirement. 

The  main  reason  for  advocating  a  lock-in  period  is  to  reduce  HMOs'  fears  that 
Medicaid  recipients  will  enroll,  use  services  heavily  for  a  few  months,  then  disenroll, 
leaving  the  HMO  with  large  costs  and  little  premium  revenue.  The  major  disadvantage  of 
a  lock-in  period,  of  course,  is  that  it  may  force  recipients  to  remain  enrolled  in  a 
substandard  plan,  at  least  for  6  months. 
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The  primary  value  of  a  mandatory  enrollment  period,  however,  may  be  to  establish 
the  expectation  of  continued  enrollment,  thus  reducing  voluntary  disenrollments  that  are 
capricious  and  not  based  on  any  real  problem  in  accessing  care.  Once  the  expectation  of 
continued  enrollment  is  established,  the  provision  allowing  disenrollment  at  any  time  "for 
cause"  can  be  liberally  interpreted,  thus  allowing  disgruntled  recipients  to  disenroll.  Most 
HMOs  do  not  want  members  who  are  dissatisfied  but  have  been  forced  to  remain,  and 
states  would  be  inviting  abuse  by  plans  if  they  created  an  environment  in  which  recipients 
felt  that  complaints  were  useless  because  disenrollment  would  never  be  permitted.  The 
threat  of  fewer  enrollees  is  a  potent  motivator  to  better  performance  for  prepaid  plans; 
and  the  ability  to  disenroll,  at  least  when  there  is  cause,  is  an  important  guarantee  of 
quality  and  access  for  the  Medicaid  recipient. 

•  Eligibility  Determination/HMO  Enrollment  Interface 

Though  mundane,  perhaps  the  most  important  thing  Medicaid  managers  can  do  to 
reduce  HMO  turnover  is  to  make  sure  that  Medicaid  HMO  enrollees  are  not  inadvertently 
disenrolled  due  to  the  vagaries  of  the  eligibility  determination  system,  including  its 
computerized  components.  For  example,  recipients  sometimes  lose  eligibility  because 
they  fail  to  show  up  for  a  scheduled  redetermination  interview.  Two  or  three  weeks  later 
they  do  come  in  and  are  retroactively  reinstated.  However,  if  the  system  is  not  sensitive 
to  HMO  enrollment  issues,  they  may  be  issued  a  new  fee-for-service  Medicaid  card,  even 
though  they  had  previously  been  enrolled  in  an  HMO.  The  same  problem  sometimes  arises 
when  a  recipient's  category  of  eligibility  changes. 

4.  How  Can  Marketing  of  HMOs  to  Medicaid  Recipients  Be  Made  Simpler,  More 
Effective,  and  More  Efficient 

Marketing  prepaid  plans  to  Medicaid  recipients  is  difficult  and  expensive  compared  to 
the  usual  employment-based  group.  In  the  private  market,  employer  groups  generally 
have  annual  open  enrollment  periods  and  employees  are  usually  literate.  There  may  be 
significant  differences  among  private  sector  plans  in  out-of-pocket  costs  to  the  enrollee. 
In  this  environment,  marketing  can  rely  largely  on  printed  materials  and  general  media, 
with  only  limited  need  for  one-on-one  personal  contacts  between  marketing 
representatives  and  potential  enrollees.  In  Medicaid,  however,  marketing  usually  must  be 
continual  (due  to  high  turnover  rates).  Illiteracy  and  suspicion  of  outsiders  are  prevalent 
in  the  Medicaid  population,  and  HMO  enrollment  results  in  at  most  limited  financial 
benefit  to  the  recipient  (elimination  of  copayments,  if  any,  and  perhaps  a  few  additional 
services).  Marketing  thus  must  focus  on  the  more  intangible  benefits  of  prepaid  care,  and 
recipients  generally  must  be  approached  individually  or  in  at  most  small  groups. 

States  interested  in  increasing  Medicaid  enrollment  in  prepaid  plans  must  do  what 
they  can  to  improve  the  effectiveness  and,  if  possible,  reduce  the  costs  of  HMO 
marketing,  while  guarding  against  potential  marketing  abuses  by  plans.  States  that 
require  Medicaid  recipients  to  choose  among  available  prepaid  plans  have  a  greater 
responsibility  to  assure  that  recipients  receive  the  information  necessary  to  make  that 
choice. 

Available  marketing  strategies  and  their  advantages  and  disadvantages  are: 

•  Direct  door-to-door  marketing  by  prepaid  plans  themselves. 

The  potential  for  abuse  in  this  approach  is  significant.  Marketers  have  been  known  to 
exaggerate  the  benefits  of  HMO  enrollment  and  to  threaten  loss  of  Medicaid  eligibility  if 
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clients  do  not  enroll.  There  is  also  a  significant  opportunity  for  "cream  skimming,"  i.e., 
attempting  to  enroll  a  healthier-than-average  population  by  bypassing  potential  enrollees 
who  have  obvious  health  problems.  Nevertheless,  if  properly  monitored,  door-to-door  is 
one  of  the  most  effective,  if  expensive,  marketing  methods. 

•  "Choice  counselling"  by  state  or  local  staff  in  welfare  offices. 

Under  this  approach,  state  or  local  staff  meet  directly  with  Medicaid  eligibles  or 
applicants,  individually  or  in  small  groups,  to  explain  the  options  available  to  them  for 
health  care  coverage.  Usually  these  include  a  fee-for-service  Medicaid  card  and  one  or 
more  prepaid  plans,  but  if  choice  of  a  prepaid  plan  or  a  primary  care  provider  is  required, 
the  choice  counsellors  explain  the  requirement  and  help  applicants  understand  what  they 
must  do.  Printed  information  describing  the  available  plans,  their  participating  providers 
and  locations,  hours  of  service,  etc.,  is  available. 

The  advantages  of  the  choice  counselling  approach  include  direct  access  to  individual 
Medicaid  recipients  (at  initial  application  or  redetermination),  unbiased  presentation  of  all 
available  options,  and  the  opportunity  for  the  state  to  direct  the  content  of  the 
presentation  and  assure  that  restrictions,  appeal  rights,  etc.,  are  fully  explained.  In 
addition,  "cream  skimming"  by  plans  can  be  minimized,  if  not  completely  avoided. 
Potential  disadvantages  from  the  state  perspective  include  administrative  costs  and 
possible  resistance  from  local  welfare  staff  and  officials.  Another  potential  negative  is 
the  fact  that  choice  counselling  usually  takes  place  during  the  welfare  application 
process,  when  clients  may  be  distracted  by  their  need  for  current  income  and  not 
interested  in  focusing  on  their  health  care  choices.  However,  others  argue  that  recipients 
do  focus  on  the  health  care  choice,  because  it  is  the  only  time  in  the  whole  application 
process  that  they  are  asked  what  they  want. 

It  is  generally  agreed  that  choice  counselling  is  only  effective  if  performed  by  staff 
assigned  primarily  to  that  function.  Counselling  by  eligibility  determination  workers  is 
not  effective,  at  least  in  the  typical  large  urban  welfare  office. 

•  Allowing  prepaid  plans'  own  personnel  to  market  in  welfare  offices. 

This  approach  can  be  combined  with  choice  counselling  by  state/local  staff  or  can  be 
used  separately.  Basically,  plans  are  provided  space  in  local  welfare  offices  and  are 
allowed  to  make  marketing  presentations  to  clients  who  express  an  interest  in  the  plan. 

From  the  state's  perspective,  major  concerns  are  the  ability  and  willingness  of  the 
local  office  to  make  space  available  and  the  potential  for  disruption  of  local  office 
operations.  This  approach  is  probably  workable  only  if  the  number  of  plans  enrolling 
Medicaid  recipients  in  a  particular  area  is  limited.  Obviously,  access  to  local  offices  must 
be  offered  to  all  participating  prepaid  plans  if  offered  to  any  of  them. 

•  "Choice  counselling"  by  mail. 

Some  states  that  require  recipients  to  choose  a  prepaid  plan  or  a  primary  care 
provider  have  used  primarily  a  mail-out  approach  to  inform  recipients  of  this  requirement 
and  to  provide  them  with  information  about  the  available  alternatives.  If  special  staff  are 
available  by  telephone  to  answer  questions  and  provide  additional  information,  a  mail-out 
approach  may  be  viable  despite  the  low  educational  level  of  many  Medicaid  recipients.  If 
such  support  is  not  available,  however,  mail-out  approaches  may  only  confuse  recipients. 
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For  its  HMO  Preferred  Enrollment  Initiative  in  Milwaukee  County,  Wisconsin  used  a  mass 
mailing  technique  coordinated  by  its  regular  fiscal  agent.  About  80  percent  of  the  eligible 
population  chose  an  HMO;  only  20  percent  failed  to  choose  and  had  to  be  assigned. 

•  Mass  mailings  when  enrollment  is  voluntary. 

Mass  mailing  approaches  used  by  prepaid  plans  usually  ask  interested  individuals  to 
return  a  card.  Marketing  representatives  then  follow  up  by  telephone  or  in  person. 
Return  rates  on  mass  mailings  are  as  low  as  one  percent,  but  their  relatively  low  cost  may 
still  make  them  worthwhile. 

Because  confidentiality  rules  prohibit  the  release  of  recipients'  names  and  addresses, 
mailings  to  known  Medicaid  recipients  are  possible  only  if  the  state  does  the  mailing  on 
behalf  of  the  plan.  Most  states  have  been  willing  to  do  so,  but  the  costs  of  mailing  are 
usually  charged  to  the  plan. 


5.  How  Can   the   Impact  of   Low  Medicaid  Fee-For-Service  Rates  on  Prepaid 
Capitation  Rates  Be  Minimized? 

HMOs  and  other  managed  care  systems  realize  savings  by  providing  needed  care  in 
the  most  efficient  setting.  Inpatient  hospital  utilization  rates  are  kept  significantly  below 
those  experienced  by  traditional  health  insurors,  and  ambulatory  care  is  shifted,  whenever 
possible,  from  expensive  outpatient  departments  and  emergency  rooms  into  private 
physicians'  offices  or  the  HMO's  own  facilities.  But  HMOs  must  pay  private  market  rates 
for  the  services  they  purchase  from  hospitals  and  referral  physicians.  While  discounts 
may  be  negotiated  in  return  for  exclusive  contracts,  these  arrangements  are  unlikely  to 
result  in  hospital  rates  and  physician  fees  as  favorable  as  those  enjoyed  by  many  Medicaid 
programs. 

Medicaid  HMO  capitation  rates,  by  federal  regulation,  may  not  exceed  what  the  state 
would  have  expected  to  pay  for  the  same  package  of  services  in  the  fee-for-service 
system.  Thus,  in  states  with  very  low  fee-for-service  rates,  the  maximum  capitation  rate 
may  be  too  low  to  make  Medicaid  participation  a  financially  viable  proposition  for  many 
prepaid  plans.  This  effect  is  exacerbated  if  the  state  limits  the  number  of  inpatient  days 
or  physician  visits  it  will  pay  for,  or  if  state  utilization  control  systems  have  already 
reduced  inpatient  utilization  rates  to  some  extent. 

Despite  the  apparent  lack  of  potential  for  additional  financial  savings  in  these 
circumstances,  states  still  may  wish  to  pursue  prepaid  managed  health  care  arrangements 
in  order  to  improve  recipients'  access  to  good  quality  care.  One  way  to  make  Medicaid 
participation  financially  more  attractive  to  prepaid  plans  is  to  allow  them  to  pay  Medicaid 
rates  for  hospital  and/or  specialist  services  provided  to  Medicaid  enrollees.  This  can  be 
done  either  directly,  with  the  plans  making  payment  at  Medicaid  rates  (as  in  Missouri's 
prepaid  demonstration  project),  or  indirectly,  with  the  Medicaid  agency  making  the 
payment  and  then  deducting  it  from  the  capitation  amount  due  the  plan.  The  latter 
approach  is  used,  at  plan  option,  for  inpatient  hospital  services  under  Medicare  HMO  risk 
contracts  and  for  specialist  services  under  Oregon's  PCO  program.* 


*  One  state  cautions  that  there  may  be  legal  problems  if  the  state  pays  claims  on  an 
HMO's  behalf  or  extends  its  own  discounts  to  the  HMO.  Third  parties  may  argue  that  such 
an  arrangement  makes  the  HMO  an  agent  of  the  state  and  may  try  to  hold  the  state  liable 
for  its  "agent's"  actions.  Advice  of  counsel  should  be  sought  before  proceeding. 
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B.    How  Can  Quality  and  Access  Be  Assured  in  Prepaid  Medicaid  Plans? 

Quality  and  access  to  care  are  difficult  concepts  to  operationalize  and  measure.  In 
individual  cases  it  may  be  possible  to  say  with  some  certainty  that  needed  care  was  denied 
or  that  the  care  given  was  of  poor  quality,  but  designing  an  administrative  system  to 
assess  and  monitor  the  adequacy  of  access  or  the  quality  of  care  provided  by  a  particular 
prepaid  plan  over  a  period  of  time  is  a  large  undertaking. 

1.  Congressional  Approaches  to  Quality  Assurance 

In  the  wake  of  the  Medicaid  prepaid  health  plan  scandals  in  California  in  the 
mid-1970s,  Congress  became  unwilling  to  leave  states  free  to  design  their  own  quality  and 
access  monitoring  systems  and  requirements  for  prepaid  capitation  arrangements.  It 
insisted  instead  that  Medicaid  agencies  enter  risk  contracts  for  comprehensive  services 
only  with  federally  qualified  HMOs  or  certain  federally  funded  community  health  centers. 
Contracting  HMOs  were  required  to  enroll  at  least  half  their  membership  from  the  private 
sector,  under  the  theory  that  middle-class  citizens  would  not  join  or  would  quickly  leave  a 
substandard  plan. 

While  these  requirements  substantially  protected  Medicaid  recipients  from 
unscrupulous  or  incompetent  prepaid  plans,  the  reluctance  of  many  federally  qualified 
HMOs  to  enroll  Medicaid  patients  meant  that  most  of  the  Medicaid  population  was  denied 
the  potential  benefits  of  prepaid  managed  health  care.  In  recognition  of  this  fact, 
Congress  in  1981  permitted  states  to  establish  their  own  qualification  standards  for  HMOs 
contracting  with  Medicaid  and  lowered  the  private  enrollment  requirement  to  25  percent 
of  total  enrollment.  But,  to  permit  Medicaid  recipients  to  protect  themselves  from 
substandard  plans,  states  and  HMOs  were  required  to  permit  enrollees  to  disenroll  at  any 
time  without  cause,  subject  to  at  most  a  full  calendar  month  delay  for  administrative 
processing.  The  requirement  was  relaxed  somewhat  in  1984  and  1986  to  permit  states  to 
establish  6-month  enrollment  or  "lock-in"  periods,  but  only  for  federally  funded  CHCs  and 
for  federally  qualified  HMOs  that  fully  meet  the  25  percent  private  enrollment 
requirement.  Disenrollment  for  cause  must  still  be  permitted  at  any  time. 

2.  The  Problem  of  "Medicaid-Only"  Prepaid  Plans 

Waiver  of  the  25  percent  private  enrollment  requirement  may  be  obtained  during  an 
HMO's  first  three  years  of  operations,  so  long  as  progress  is  being  made  toward  enrolling 
private  sector  members.  Also,  prior  to  1986,  health  insuring  organizations  (HIOs)  were 
Considered  to  be  payers  or  fiscal  agents,  not  providers,  and  were  not  required  to  have  any 
private  enrollment.*  A  number  of  states  have  recently  used  these  two  authorities,  often 
combined  with  freedom-of-choice  waivers,  to  increase  enrollment  of  Medicaid  recipients 
in  prepaid  plans  that  are  currently  Medicaid  only. 

When  a  prepaid  plan  consists  primarily  of  Medicaid  recipients,  it  may  not  behave 
according  to  the  expected  "health  maintenance"  model.  Most  middle-class  HMO  enrollees 
are  informed,  assertive  consumers  who  have  realized  a  monetary  gain  by  joining  the 
HMO.  They  are  willing  and  capable  of  demanding  services  and  will  disenroll  if  not 
satisfied  with  the  care.  Medicaid  enrollees,  on  the  other  hand,  are  not  as  well  schooled  in 


*  HIOs  are  defined  and  discussed  in  section  IV.G  below.  HIOs  that  become  operational 
after  January  1,  1986,  are  now  required  to  meet  the  same  contractual  requirements  that 
HMOs  must  meet,  including  the  private  enrollment  and  disenrollment-on-demand 
requirements.  These  requirements  effectively  preclude  states  from  using  the  HIO 
approach  to  establish  mandatory  enrollment  capitated  managed  health  care  systems. 
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confronting  institutions  (a  prerequisite  for  demanding  care)  as  are  more  affluent  middle 
class  consumers,  and  are  not  in  the  same  bargaining  position  as  employee  groups  to 
monitor  HMO  performance.  Further,  because  turnover  rates  are  high  (due  in  part  to  loss 
of  Medicaid  eligibility),  the  normal  incentives  for  the  plan  to  emphasize  health 
maintenance  and  preventive  services  may  not  operate — the  patient  may  no  longer  be 
eligible  by  the  time  expensive  treatment  is  necessary.  These  considerations,  combined 
with  the  opportunity  for  profit  if  utilization  is  constrained,  suggest  the  need  for  careful 
monitoring  and  oversight  of  Medicaid  prepaid  plans.* 

3.  An  Effective  State  Monitoring  Program 

Key  aspects  of  an  effective  state  quality/access  monitoring  program  include: 

-  Clear  requirements  plans  must  meet,  especially  with  respect  to  medical  records 
and  documentation,  internal  grievance  and  quality  assurance 

systems,  marketing  standards,  and  financial  and  utilization  reporting.  These 
standards  should  be  in  place  before  contracts  are  signed,  and  adherence  to  them 
should  be  a  contractual  prerequisite  and  an  ongoing  requirement. 

-  Financial  reporting,  to  identify  early  when  a  plan  may  be  getting  into  financial 
difficulty. 

-  A  "hotline"  or  other  simple  way  for  enrollees  to  make  problems  known  to  state 
contract  monitors.  Such  a  system  also  gives  the  state  early  warning  if  a  pattern 
of  problems  starts  to  emerge. 

-  Formal,  structured  reviews  of  the  quality  of  care  provided  by  the  plan.  These 
should  include  both  a  structured  review  of  the  plan's  own  internal  quality 
assurance  program  and  an  on-site  medical  audit  of  plan  providers.  Several  states, 
most  notably  Arizona,  have  established  aggressive  quality  assurance  audits  using 
their  own  staffs.  California  also  has  long  experience  in  this  area. 

-  Specific    monitoring   of   the   24-hour   availability  requirement,   e.g.,  through 
spot-checks.  This  is  especially  important  for  newer  and  smaller  plans  that  do  not 
have  much  experience  in  operating  an  organized  delivery  system.  Michigan  and 
Oregon  have  identified  monitoring  after-hours  availability  as  a  key  priority. 

4.  Summary 

Obviously,  the  best  guarantee  of  adequate  access  and  quality  care  in  a  prepaid 
program  is  to  deal  with  reputable  mainstream  providers  and  to  maintain  Medicaid 
recipients'  ability  to  disenroll  from  any  particular  prepaid  plan  or  provider.  When 
sufficient  mainstream  HMOs  are  not  available  to  Medicaid  recipients,  states  considering  a 
Medicaid-only  prepaid  strategy  must  weigh  the  known  quality  and  access  problems  of  the 
current  unmanaged  fee-for-service  system  in  the  state,  including  its  potential  for  fraud 
and  abuse,  against  the  potential  risks  of  Medicaid-only  prepayment  and  the  state's  best 
judgment  about  its  ability  to  detect  abuses  and  prevent  their  recurrence.  Unethical 


*  Obviously,  the  fee-for-service  sector  is  not  perfect,  either,  and  the  existence  of 
"Medicaid  mills"  that  provide  flagrantly  unnecessary  services  in  order  to  increase  revenue 
is  well-documented.  Any  provider  serving  primarily  Medicaid  recipients  should  be  closely 
monitored  by  the  state  on  a  continuing  basis. 
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"Medicaid  mills"  are  motivated  primarily  by  profit  and  will  do  what  they  must  to  maintain 
profits — overserve  in  a  fee-for-service  environment  and  underserve  in  a  capitated 
environment.  Public  monitoring  mechanisms  must  be  even  more  vigilant  and  aggressive 
when  a  prepaid  plan's  enrollment  is  solely  or  largely  Medicaid. 

C.    What   Administrative   Resources   Are   Needed   to   Monitor   and  Oversee  Prepaid 
Contracts? 

As  the  preceeding  discussion  suggests,  significant  state  administrative  resources  are 
necessary  to  develop,  implement  and  operate  a  large  scale  prepaid  Medicaid  strategy. 
Unfortunately,  state  legislatures  and  budget  officials  often  see  a  prepaid  strategy  as  a 
way  to  reduce  both  program  outlays  and  administrative  costs.  This  perception  is  based  on 
the  fact  that  prepaid  plans  will  take  over  major  state  functions  such  as  claims  processing 
and  utilization  control.  While  in  the  long  run  state  administrative  costs  for  these 
functions  will  be  reduced,  what  is  often  overlooked  is  the  need  for  new  (or  greatly 
expanded)  state  oversight  functions,  as  enumerated  in  the  previous  section.  If  monitoring 
and  oversight  do  not  receive  proper  attention  and  adequate  administrative  resources, 
recipients  may  be  denied  needed  care,  unscrupulous  plan  operators  may  reap  excessive 
profits  and  then  disappear,  and  the  resulting  publicity  may  doom  the  whole  initiative.  At 
the  outset  of  a  prepaid  initiative,  state  administrative  costs  may  actually  increase,  as  the 
fee-for-service  operation  must  be  maintained  while  the  prepaid  initiative  is  gearing  up. 

States  familiar  with  running  a  prepaid  system  emphasize  the  importance  of  hiring  key 
staff  who  understand  prepaid  health  care  and  its  differences  from  the  fee-for-service 
system.  Any  contractors  hired  for  administrative  functions  should  also  have  experience 
with  prepaid  systems. 

The  key  functions  to  be  performed  include  standards  and  (model)  contract 
development,  rate  development,  proposal  review,  contract  negotiation,  marketing 
oversight  and  assistance,  enrollment  systems,  financial  oversight,  quality/access 
monitoring,  grievance  monitoring  and  appeal  resolution,  data  reporting  and  analysis,  and 
fraud  and  abuse  detection.  Some  of  these  functions  may  be  performed  outside  the 
Medicaid  agency,  if  the  other  state  agency  recognizes  the  special  state  role  and  particular 
needs  of  Medicaid  oversight  and  is  willing  to  commit  the  necessary  additional  resources. 
For  example,  the  state  Department  of  Health  might  piggy-back  medical  audits  of  prepaid 
Medicaid  contractors  onto  reviews  done  as  part  of  its  licensing  function. 

A  complete  guide  to  administering  a  prepaid  Medicaid  system  is  beyond  the  scope  of 
this  chapter,  but  the  following  few  key  items,  noted  by  experienced  states,  are  salient. 

The  specification  of  how  the  prepaid  system  will  work  should  not  be  left  to  the 
lawyers  drafting  the  model  contracts.  The  operational  plan  should  be  worked  out  in 
as  much  detail  as  possible  before  contracts  are  drafted  so  that  the  contract  will 
recognize  and  incorporate  the  operational  constraints. 
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Rate  development  for  capitation  plans  requires  specialized  programming  to  organize 
existing  MMIS  paid  claims  history  into  a  useful  format  and  generate  new  reports. 
Especially  if  a  state  has  not  had  capitation  contracts  before,  the  initial  development 
effort  required  here  can  be  quite  significant.  If  the  MMIS  is  operated  by  a  fiscal 
agent,  a  contract  modification  may  be  necessary.* 

Competent  actuarial  assistance  is  necessary  both  in  the  design  of  a  rate  development 
system  and  (if  rates  are  competitively  bid  or  negotiated)  in  the  review  of  rates 
proposed  by  plans. 

If  the  state  chooses  to  operate  a  choice  counselling  system  or  otherwise  assist  in  the 
marketing  process,  the  employees  used  should  not  have  other  responsibilities  and 
should  preferably  be  accountable  to  the  state  Medicaid  agency  rather  than  to  the 
state  or  local  welfare  department.  Using  eligibility  case  workers  or  technicians  to 
counsel  clients  about  health  care  plans  and  choices  does  not  work.  Utah  has  had  good 
success  using  "Health  Program  Representatives,"  stationed  in  local  welfare  offices 
but  employed  directly  by  the  Medicaid  agency,  to  counsel  recipients  about  health 
care  choices,  explain  EPSDT,  and  gather  information  on  any  private  health  insurance 
recipients  may  have. 

MMIS  and  welfare  eligibility  computer  systems  require  modification  to  handle 
recipient  enrollment  in  prepaid  plans.  Not  only  must  the  claims  processing  system 
recognize  and  deny  payment  of  fee-for-service  bills  for  services  covered  by  the 
prepaid  contract,  it  must  also  promptly  recognize  and  reflect  enrollments  and 
disenrollments  in  prepaid  plans,  so  that  both  the  state  and  the  prepaid  plan  can  be 
sure,  on  any  given  day,  who  is  responsible  for  a  particular  recipient's  medical  care. 

Financial  oversight  of  prepaid  plans  should  focus  on  whether  they  have  adequate 
systems  for  estimating  and  tracking  their  incurred-but-not- 

reported  (IBNR)  expenses.  These  expenses  reflect  charges  by  hospitals  and  referral 
physicians  for  services  already  rendered  but  not  yet  billed.  Plans  that  do  not 
estimate  these  liabilities  may  be  lulled  into  a  false  sense  of  security  by  their  high 
initial  cash  flow,  only  to  encounter  severe  financial  difficulties  within  a  few  months. 

The  high  initial  cash  flow  of  prepaid  plans  makes  them  attractive  targets  for  white 
collar  crime  and  organized  crime.**  Fraud  and  abuse  in  prepaid  systems  differs 
significantly  from  that  in  fee-for-service  Medicaid,  often  involving  a  siphoning  off  of 
assets  from  the  prepaid  organization.  In  addition  to  requiring  and  closely  reviewing 
quarterly  financial  reports  (and  establishing  standards  to  deter  participation  by 
unethical  providers  at  the  outset),  states  should  hire  fraud  and  abuse  investigators 
familiar  with  the  techniques  of  organized  crime. 


*  Later  in  1986,  NGA  will  publish  the  first  installment  of  a  new  "Handbook  for  Managed 
Health  Care,"  designed  to  assist  state  Medicaid  program  managers  in  developing  prepaid 
and  other  managed  health  care  systems.  Capitation  rate  setting  will  be  the  first  section 
issued. 

**  Of  course,  organized  crime  may  be  involved  in  fee-for-service  Medicaid  mills  as  well. 
The  point  here  is  that  the  methods  used  are  different. 
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D.    What  Is  Biased  Selection  and  How  Can  Its  Impact  Be  Minimized? 


1.  Biased  Selection  Defined 

"Biased  selection"  results  when  the  service  utilization  patterns  of  a  particular  prepaid 
plan's  enrollees  differ  significantly  from  the  averages  used  to  calculate  the  monthly 
capitation  payment.  Medicaid  capitation  rates  are  usually  based  on  expected  (average) 
fee-for-service  Medicaid  expenditures  for  a  particular  class  of  Medicaid  recipients. 
Although  the  rates  can  (and  usually  should)  be  adjusted  for  such  variables  as  geographic 
area  and  client's  age,  sex  and  category  of  eligibility,  no  such  adjustments  can  perfectly 
predict  the  actual  health  care  utilization  of  any  particular  individual.  There  is  significant 
evidence  that  perceived  health  status  is  the  most  important  determinant  of  health  care 
utilization  and  cost,  much  more  important  than  age  and  sex. 

When  Medicaid  capitation  rates  are  set  at  95  percent  (or  less)  of  expected 
fee-for-service  costs,  states  usually  assume  that  they  are  guaranteed  savings  of  5  percent 
(or  more).  But,  if  enrollment  in  a  prepaid  plan  is  voluntary  and  biased  selection  occurs, 
this  assumption  may  not  be  valid.  If  the  individuals  who  voluntarily  choose  to  enroll  in 
prepaid  plans  tend  to  use  fewer  services  than  the  average  for  their  group,  the  state  will 
lose  money  because  it  will  pay  the  plan  close  to  the  average  fee-for-service  cost  for 
somebody  who  would  in  fact  have  used  a  significantly  lower  amount  had  they  remained  in 
the  fee-for-service  system.  On  the  other  hand,  if  the  individuals  who  choose  to  join 
prepaid  plans  use  more  services  than  the  average  for  their  group,  the  state  will  do  well 
and  the  plans  will  lose  money.  These  effects  can  also  compound  over  time. 

2.  Opportunities  for  and  Evidence  of  Biased  Selection 

How  likely  to  occur  is  biased  selection?  And,  if  it  occurs,  is  it  likely  to  continue  over 
a  longer  period  of  time?  It  is  well  established  in  the  literature  that  individuals  who  do  not 
have  an  established  relationship  with  a  physician  or  other  source  of  care  are  more  likely 
to  join  an  HMO.  (Luft,  1981)  Since  it  can  be  expected  that  individuals  who  have  ongoing 
health  problems  are  likely  to  already  have  a  regular  physician,  those  who  join  HMOs  may 
be,  on  average,  somewhat  healthier.  An  analysis  of  three  early  Medicare  prepaid 
risk-basis  demonstration  projects  found  that,  in  two  of  the  three  plans,  enrollees  had  20 
percent  lower  Medicare  reimbursements  than  the  non-enrolled  comparison  group  in  the 
four  years  prior  to  enrollment  in  the  prepaid  plan.  The  exception  was  an  IPA-model  plan 
that  included  most  of  the  physicians  in  the  service  area.  (Eggers  and  Prihoda,  1982)  A 
study  of  Medicaid  enrollment  in  two  Michigan  HMOs  during  1977-78  found  that  the  HMO 
enrollees  had  lower  Medicaid  fee-for-service  use  rates  and  were  less  likely  to  have  seen  a 
physician  in  the  3  months  just  prior  to  their  HMO  enrollment.  (DesHarnais,  1985)  For  the 
Medicaid  population,  at  least,  others  argue  that  this  phenomenon  may  reflect  inability  to 
access  care  in  the  fee-for-service  system  and  a  resulting  backlog  of  health  care  needs, 
rather  than  better  health  status.  A  study  at  Group  Health  Cooperative  of  Puget  Sound 
cites  this  scenario  as  a  possible  explanation  for  high  utilization  rates  by  new  enrollees. 
(Wintringham  and  Bice,  1985) 

When  an  existing  Medicaid  provider  switches  from  fee-for-service  to  prepaid 
operation,  different  dynamics  come  into  play.  In  this  case,  an  obvious  initial  target  for 
marketing  is  the  provider's  existing  patient  population.  But,  since  this  population  is 
known  to  have  used  medical  care  in  the  past,  it  is  likely  to  be  less  healthy,  on  average, 
than  the  general  Medicaid  population.  (A  significant  portion  of  the  AFDC 
population — perhaps  20  to  25  percent — does  not  use  Medicaid  services  in  any  given  year.) 
Because  of  this  fact,  providers  making  the  switch  to  prepaid  operation  devote 
considerable  attention  to  the  problem  of  how  to  enroll  non-users. 
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Another  problem  is  that,  in  a  voluntary  enrollment  environment,  a  particular  provider 
may  serve  Medicaid  patients  on  both  a  fee-for-service  and  a  prepaid  basis.  This  situation 
gives  the  provider  an  opportunity  to  discourage  individuals  with  known  chronic  problems 
from  enrolling  in  the  prepaid  plan,  despite  the  fact  that  Medicaid  HMO  contracts  always 
require  plans  to  accept  individuals  for  enrollment  without  regard  to  health  status.  The 
same  opportunity  for  "cream  skimming"  is  present  when  outreach  and  marketing  are  done 
by  the  prepaid  plan's  own  representatives. 

While  biased  selection  may  be  difficult  to  detect  or  document  in  most  cases,  from 
time  to  time  specific  situations  arise  in  which  some  part  of  the  Medicaid  population  or 
some  specific  condition  is  found  to  be  underrepresented  in  a  particular  prepaid  plan.  For 
example,  several  partially  capitated  plans  in  Michigan  were  recently  found  to  have 
enrolled  few  or  no  pregnant  women  during  their  first  year  of  operation.  Births  are  a 
significant  proportion  of  Medicaid  inpatient  costs  for  the  AFDC  group,  so  the  effect  was 
relatively  easy  to  detect.  (The  effect  may  or  may  not  be  transitory.) 

Thus,  although  some  experts  believe  that  the  characteristics  of  populations  enrolled 
in  prepaid  plans  tend  to  change  over  time  and  that,  therefore,  neither  favorable  nor 
adverse  selection  can  be  presumed  to  persist,  states  would  be  wise  to  take  measures  that 
limit  prepaid  plans'  ability  to  target  their  marketing  to  healthier  populations,  and  to  make 
adjustments  for  any  biased  selection  that  may  occur. 

3.  Possible  Remedies  for  Biased  Selection 

•     Universal  Enrollment 

The  simplest  definitive  remedy  for  biased  selection  is  to  require  all  Medicaid 
recipients  (or  all  of  some  subset  of  the  Medicaid  population,  such  as  AFDC  recipients)  to 
enroll  in  a  prepaid  plan.  This  can  be  done  by  requiring  recipients  to  choose  one  of  several 
available  HMOs,  as  Wisconsin  does.  The  universal  approach  assures  that  the  population 
enrolled  in  prepaid  plans  matches  the  population  on  which  the  capitation  rates  were 
developed  so  that,  from  the  state's  point  of  view,  neither  adverse  nor  favorable  selection 
can  occur. 

•  Universal,  Objective  "Choice  Counseling" 

If  voluntary  enrollment  is  the  state's  preferred  approach,  enrollment  in  prepaid  plans 
through  a  state-operated  "choice  counselling"  program  (as  discussed  in  section  IV.A.4.b 
above)  will  help  to  limit  plans'  opportunities  to  selectively  target  their  marketing  efforts. 

•  "Experience  Rating"  of  Prepaid  Plans 

To  avoid  compounding  the  effect  of  any  initial  biased  selection,  rate  computations 
for  subsequent  years  can  take  into  account  the  actual  experience  of  prepaid  plans 
participating  in  Medicaid.  In  this  approach,  plans'  audited  utilization  and  cost  figures 
from  the  most  recent  prior  year  available  are  trended  forward  to  produce  a  rate  which,  if 
selection  patterns  remain  relatively  constant,  should  reflect  the  plans'  costs  of  providing 
covered  services  to  their  own  Medicaid  enrollees.  This  rate  is  then  compared  with  the 
rate  developed  from  the  usual  fee-for-service  calculation,  and  the  lower  of  the  two 
becomes  the  new  rate. 
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•  Rates  Adjusted  for  the  Health  Status  of  Enrollees 

A  more  difficult  solution  to  the  problem  of  biased  selection  would  be  to  pay  HMOs  a 
rate  based  on  the  health  status  of  the  individuals  they  actually  enroll.  Obviously,  the 
problem  here  is  the  lack  of  a  well-defined  measure  of  health  status  that  is  not  subject  to 
manipulation  by  the  plan  or  the  enrollee.  One  possible  measure  is  the  fee-for-service 
utilization  history  of  plan  enrollees  prior  to  their  enrollment.  A  number  of  studies  have 
shown  "that  a  person's  past  use  of  health  care  is  correlated  positively  with  subsequent 
use."  (Beebe,  Lubitz  and  Eggers,  1985)  The  Health  Care  Financing  Administration  is 
currently  experimenting  with  capitation  rates  adjusted  for  prior  use  in  one  Medicare 
demonstration  project.  Other  researchers,  under  HCFA  contracts,  are  studying  the 
relationship  of  self-reported  health  status  data  to  Medicare  use  and  expenditures.  Under 
a  federal  demonstration  waiver,  Maryland  plans  to  retroactively  adjust  the  capitation 
rates  paid  to  two  HMOs  in  Baltimore,  based  on  the  pre-enrollment  utilization  history  of 
the  individuals  the  plans  actually  enroll.  The  long-run  practicality  of  this  sort  of 
approach  is  as  yet  undetermined. 

4.  Summary:  The  Need  for  Data 

Regardless  of  the  approach  chosen,  this  discussion  should  highlight  the  importance  of 
allocating  state  resources  to  gather  data  about  utilization  in  prepaid  plans  and  to 
investigate  to  the  extent  possible  relevant  issues,  such  as  the  prior  utilization  history  of 
Medicaid  recipients  who  choose  to  enroll  in  prepaid  plans.  Over  time,  as  prepaid  plans 
become  a  larger  share  of  the  market,  the  use  of  the  standard  fee-for-service-equivalent 
approach  will  become  less  tenable,  and  states  will  have  to  develop  other  methods  to 
assure  themselves  that  the  rates  they  pay  capitated  plans  are  adequate  and  not  excessive. 

E.    Implementation  Issues  for  Fee-For-Service  Managed  Health  Care 

Fee-for-service  managed  health  care  systems  generally  require  each  recipient  to 
select  a  single  primary  care  provider/case  manager,  who  then  functions  as  a  gatekeeper 
and  access  point  for  the  rest  of  the  medical  care  system.  In  theory,  at  least,  this  provider 
becomes  familiar  with  each  of  his  patients'  medical  history  and  family  background  and 
assures  continuity  in  the  medical  care  received.  The  provider  is  also  required  to  be 
available  by  telephone  24  hours  per  day  to  provide  or  approve  needed  urgent  care.  By 
establishing  such  systems  for  their  Medicaid  recipients,  states  hope  to  reduce  costs  and 
improve  access  to  and  quality  of  care.  The  specific  goals  include: 

Shifting  ambulatory  care  from  expensive  emergency  rooms  and  hospital  outpatient 
departments  to  less  expensive  doctors'  offices  and  clinics; 

Reducing  unnecessary  use  of  specialists; 

Reducing  duplication  and  over-use  of  services,  especially  multiple  physician  visits, 
excessive  prescription  drugs,  and  duplicative  or  unnecessary  diagnostic  tests;  and 

Lowering  inpatient  use  rates  by  encouraging  earlier  access  to  primary  care. 

If  sufficient  primary  care  physicians  can  be  induced  to  participate  in  the  program,  if 
they  are  motivated  and  trained  to  take  their  gatekeeper  role  seriously,  if  recipients  are 
properly  enrolled  with  a  primary  care  physician,  and  if  the  necessary  tracking  system  and 
claims  payment  edits  are  put  into  place,  each  of  these  goals  should  be  attainable. 
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Thus,  the  five  major  implementation  issues  for  fee-for -service  managed  health  care 
plans  are: 

How  will  primary  care  providers  (PCPs)  be  induced  to  participate?  What  categories 
of  physicians  will  be  permitted  to  serve  as  PCP/case  managers? 

How  will  PCPs  be  trained  and  motivated  to  perform  their  gatekeeper/case 
management  role?  Will  physicians  with  prior  patterns  of  high  use  be  permitted  to 
participate? 

How  will  recipients  be  enrolled? 

What  data  systems  will  the  state  establish  to  control  and  monitor  the  program? 
How  will  quality  of  care  be  assured? 
Each  of  these  issues  is  discussed  in  turn. 

1.  Recruitment  of  Primary  Care  Providers 

Once  a  state  decides  to  proceed  with  a  mandatory  primary  care  case  management 
(PCCM)  system,  most  primary  care  providers  currently  serving  the  Medicaid  population 
can  be  expected  to  participate.  If  they  do  not,  they  will  lose  patients  and  revenue, 
something  most  physicians  cannot  afford  these  days. 

But  one  possible  policy  objective  in  this  process  is  to  expand  the  number  of  PCPs 
available  to  Medicaid  recipients  by  recruiting  mainstream  physicians  who  do  not  now 
serve  the  Medicaid  population.  A  PCCM  system  might  appeal  to  such  physicians,  because 
it  gives  them  more  control  than  traditional  Medicaid,  a  greater  sense  that  they  know  what 
is  being  done  medically  for  the  patient,  and  therefore  makes  Medicaid  patients  more  like 
their  private  patients. 

Another  approach  is  to  raise  PCPs'  income  from  Medicaid  patients,  either  by  paying  a 
"case  management"  fee  or  by  rewarding  the  PCPs  financially  if  the  program  is  successful. 
Three  of  the  five  states  with  operational  PCCM  programs  (as  of  the  end  of  1985)  pay  their 
PCPs  a  case  management  fee,  usually  $3.00  per  enrolled  patient  per  month,  but  none 
seems  to  have  worked  out  a  definite  system  of  rewarding  PCPs  for  good  performance. 

Experience  to  date  does  not  demonstrate  conclusively  that  either  a  case  management 
fee  or  the  chance  to  practice  "better  medicine"  for  Medicaid  patients  are  sufficient 
incentives  to  recruit  new  physicians  to  the  program.  Of  the  operational  PCCM  programs, 
only  Utah,  which  does  not  pay  a  case  management  fee,  has  documented  a  significant 
increase  in  the  number  of  physicians  willing  to  participate  in  Medicaid.  Colorado  had  a 
small  increase  (3-4%).  Michigan  has  had  no  increase  in  the  numbers  of  participating 
physicians,  but  staff  believe  that  some  physicians  have  increased  the  number  of  Medicaid 
patients  they  are  willing  to  see  and  that  the  PCCM  program  has  kept  some  physicians  in 
the  program  who  would  otherwise  have  dropped  out. 

A  subsidiary  issue  is  what  types  of  physicians  will  be  permitted  to  serve  as  PCP/case 
managers.  Several  states  permit  only  general  practitioners  and  physicians  in  the  primary 
care  specialties — family  practice,  internal  medicine,  pediatrics — to  serve  as  case 
managers.  Obstetrician/gynecologists  are  permitted  to  serve  in  some  states.  However, 
sometimes  Medicaid  recipients  with  a  particular  ongoing  health  problem  routinely  see  a 
specialist  rather  than  a  primary  care  physician,  e.g.,  someone  with  heart  trouble  may  see 
a  cardiologist  regularly.  To  allow  for  this  possibility,  Michigan  permits  any  physician  to 
serve  as  a  case  manager  so  long  as  they  agree  to  provide  personally  at  least  half  of  the 
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primary  care  required  by  their  enrollees.  Usually,  physicians  are  permitted  to  participate 
regardless  of  their  practice  site — office  (solo  or  group),  clinic  or  hospital  OPD — but 
emphasis  is  placed  on  the  role  and  responsibility  of  the  individual  physician.* 

2.  The  Case  Management  Process 

Ideally,  operators  of  a  PCCM  system  or  primary  care  network  should  want  to  recruit 
as  case  managers  physicians  who  are  already  known  to  practice  a  conservative, 
cost-conscious  style  of  medicine.  By  selecting  cost-effective  providers  and  excluding 
others,  the  system's  probability  of  success  is  enhanced. 

Practically,  however,  there  are  several  drawbacks  to  up-front  selection  of  providers. 
First,  Medicaid  PCCM  systems  have  been  primarily  concerned  to  recruit  enough  primary 
care  physicians;  excluding  willing  providers  is  inconsistent  with  this  concern.  Second, 
because  some  Medicaid  patients  see  multiple  physicians  routinely,  identifying  the 
cost-effective  providers  from  paid  claims  history  may  be  difficult  and  expensive.  Third, 
high  Medicaid-volume  physicians  are  very  likely  to  file  suit  alleging  restraint  of  trade  if 
they  are  not  permitted  to  serve  as  primary  care  providers.  Faced  with  these  difficulties, 
states  operating  PCCM  systems  have  not  tried  to  be  selective  in  choosing  PCP/case 
managers.** 

But,  if  physicians  are  not  chosen  based  on  their  practice  patterns  and  are  not  at 
financial  risk  for  excessive  utilization,  some  means  must  be  found  to  educate  PCPs  about 
the  style  of  medical  practice  the  PCCM  system  wants  to  foster  and  to  monitor  their 
performance  against  the  established  criteria,  so  that  poor  performers  can  be  weeded  out. 

Initial  education  of  PCP/case  managers  under  existing  state  PCCM  systems  appears 
to  be  very  limited.  Primarily,  they  are  given  printed  information  about  their  formal 
responsibilities  under  the  program.  Michigan  does  identify  (through  the  MMIS 
Surveillance/Utilization  Review  Subsystem)  physicians  whose  prior  use  patterns  were 
excessive.  If  these  physicians  become  sponsors,  i.e.,  case  managers,  they  receive  "on 
notice"  letters  warning  them  that  their  practice  patterns  must  become  more  conservative 
or  they  will  not  be  permitted  to  continue  in  the  program.  However,  to  date  no  physician 
has  been  excluded  from  the  program. 

Several  PCCM  programs,  however,  have  established  procedures  for  identifying 
participating  PCPs  whose  utilization  patterns  under  the  program  are  excessive.  Colorado 
and  Michigan  use  S/UR-type  systems  to  identify  high-utilizing  PCPs.  Tennessee  has 
established  a  target  cost  reduction  of  10%  below  traditional  fee-for-service  expenditure 
levels.  In  all  three  states,  PCPs  whose  practice  patterns  continue  to  be  excessive  without 
medical  justification  (as  determined  through  peer  review)  may  be  sanctioned  by 
withholding  of  their  case  management  fees  or  by  exclusion  from  the  program. 

3.  Recipient  Enrollment  Systems 

The  mechanics  of  enrolling  a  large  existing  Medicaid  population  into  a  mandatory 
PCCM  system  with  multiple  PCPs  can  be  very  difficult  and  time  consuming.  Recipients 
must  be  educated  about  the  new  system  and  choose  a  PCP.  Those  who  do  not  respond  to 


*  Michigan,  for  example,  does  not  permit  recipients  to  enroll  with  an  institution — clinic 
or  hospital  outpatient  department.  The  individual  physician  "sponsor"  must  be  specified. 

**  They  have,  however,  limited  the  number  of  patients  for  whom  a  physician  can  receive 
a  can  management  fee;  and  some  states  have  established  a  maximum  number  of  patients 
who  can  be  enrolled  with  any  one  physician.  These  limits  have  held  up  in  court. 
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the  initial  request  to  make  a  selection  must  either  be  assigned  to  a  PCP  arbitrarily  or 
induced  somehow  to  make  a  positive  choice.  The  PCP  selected  must  be  identified  on  the 
Medicaid  card  as  soon  as  possible,  and  accurate  lists  of  their  enrollees  must  be  sent  to 
PCPs  promptly.  Changes  in  PCP  selections  over  time  must  also  be  handled  promptly  and 
accurately. 

Initial  start-up  is  most  problematic.  Enrollment  of  the  current  population  can  be 
handled  in  person  or  by  mail  with  telephone  support.  In-person  enrollment  is  usually 
handled  as  part  of  the  regular  eligibility  redetermination  process,  and  is  therefore  spread 
out  over  a  period  of  at  least  six  months.  Under  a  mail-out  approach,  a  complete 
explanation  of  the  new  program  is  mailed  to  all  current  beneficiaries,  together  with  a  list 
of  PCP/case  managers  available  in  the  recipient's  geographic  area  and  a  form  to  be  used 
to  designate  the  desired  case  manager.  Mail-out  approaches  require  back-up  from  a 
telephone  "hotline"  to  answer  questions  from  recipients  who  do  not  understand  the  notice 
or  want  to  select  a  PCP  who  is  not  listed. 

A  drawback  of  mail-out  approaches  is  the  difficulty  of  dealing  with  recipients  who  do 
not  respond  to  the  notice.  Selection  and  assignment  of  a  PCP  by  the  state  agency  or  local 
welfare  office  is  an  option,  but  manual  assignment  is  time-consuming  and  automated 
assignment  by  computer  (based  on  age,  sex,  zip  code,  or  perhaps  providers  used  in  the 
past)  somehow  always  leads  to  a  high  rate  of  unacceptable  anomalies,  such  as  children 
being  assigned  to  obstetricians.  Kansas  solved  this  problem  by  assigning  a  PCP  in  the 
initial  notice  to  recipients,  and  giving  them  15  days  to  select  an  alternate  from  among 
those  also  listed  in  the  notice.  Other  approaches,  such  as  restricting  the  benefits 
available  to  those  who  fail  to  make  a  selection,  do  not  comply  with  current  waiver 
guidelines.  With  respect  to  in-person  enrollment,  Utah  has  had  excellent  success  by 
making  its  "Health  Program  Representatives"  an  integral  part  of  the  eligibility 
determination  process. 

In  general,  it  appears  that  either  the  in-person  or  the  mail-out  approach  can  be  made 
to  work  in  areas  where  the  numbers  of  participating  recipients  and  providers  are 
manageable.  Utah,  Colorado,  Kansas  and  Tennessee  all  managed  to  work  out  their  major 
enrollment  issues  within  four  to  six  months  after  implementation. 

Michigan,  however,  attempting  to  enroll  up  to  370,000  eligibles  in  Wayne  County 
(Detroit)  with  limited  administrative  resources  due  to  state  budget  constraints,  has 
enrolled  only  slightly  more  than  half  the  target  population  after  three  and  a  half  years  of 
operation.  Initially,  recipients  were  asked  by  mail  to  telephone  a  special  number  to  make 
their  PCP  selection,  but  response  rates  were  very  low.  Computer  assignment  of  those 
who  failed  to  call  was  problematic,  with  at  least  20%  needing  to  be  reassigned.  The  state 
has  now  moved  to  a  quasi-voluntary  system.  As  an  enrollment  incentive,  the  copayment 
on  prescription  drugs  is  waived  for  recipients  who  select  a  sponsor.  General  notices  have 
been  mailed  to  all  recipients,  inviting  them  to  seek  further  information.  The  program  is 
explained  during  the  eligibility  determination/rede  termination  process,  and  recipients  are 
asked  to  select  a  sponsor.  Finally,  enrollment  materials  are  available  in  physicians' 
offices.  The  state  has  not  abandoned  its  goal  of  universal  enrollment  in  the  PCCM 
system,  but  is  moving  toward  it  at  a  pace  consistent  with  administrative  and  political 
constraints. 

4.  Data  Systems,  Monitoring  and  Oversight 

To  operate  a  PCCM  system,  states  should  assure  that  their  automated  claims 
payment  and  management  information  systems  can  perform  four  major  functions: 

Recognize  the  enrollment  of  Medicaid  recipients  with  particular  PCP/case  managers; 
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Deny  (or  at  least  pend)  payment  for  services  that  have  not  been  performed  or 
authorized  by  the  PCP/case  manager; 

Track  the  utilization  and  practice  patterns  of  each  PCP/case  manager  compared  to 
the  average  for  all  other  PCP/case  managers  in  the  program,  and  perhaps  compared 
to  other  normative  standards;  and 

Provide  data  necessary  to  evaluate  the  cost-effectiveness  of  the  PCCM  program. 

The  first  two  functions  listed  are  the  basic  controls  that  define  a  PCCM  program. 
The  third  requires  additional  comment.  Given  that  the  participating  PCP/case  managers 
have  not  been  selected  based  on  a  pre-existing  conservative  style  of  practice,  as  noted 
above,  they  will  need  to  be  educated  about  how  to  practice  medicine  conservatively,  i.e., 
with  an  eye  to  the  cost  and  potential  medical  harm  of  unnecessary  treatment. 
Independent  practicing  physicians  are  likely  to  reject  any  attempt  by  "outsiders,"  such  as 
Medicaid  administrators,  to  specify  protocols  for  medical  treatment.  Thus,  efforts  to 
educate  physicians  have  usually  focused  on  making  them  aware  of  how  their  style  of 
practice  compares  to  other  PCPs  participating  in  the  program  in  such  areas  as  inpatient, 
specialist  and  ancillary  use,  prescription  rates,  referrals  to  the  emergency  room,  etc.,  as 
well  as  ambulatory  visits  they  provide  themselves. 

At  a  minimum,  states  must  be  able  to  identify  the  high  utilizing  physicians  in  order  to 
take  corrective  action.  Usually,  the  existing  MMIS  S/UR  subsystem  can  be  used  for  this 
purpose  with  little  if  any  modification.  PCPs  with  high  utilization  patterns  need  to  be 
investigated  to  determine  if  the  rates  are  justified  by  the  patients'  medical  conditions.  If 
the  rates  do  not  appear  to  be  justified,  the  PCP  must  be  counselled,  usually  through  a  peer 
review  process,  that  he  has  a  problem  and  that  his  practice  patterns  must  change.  If  the 
high  use  rates  persist,  the  PCP  may  be  disciplined  by  withholding  of  the  case  management 
fee  or  may  be  terminated  as  a  case  manager. 

Beyond  this  minimum,  any  efforts  states  can  make  to  nudge  practice  patterns  in  a 
more  conservative  direction  will  improve  program  cost-effectiveness.  Careful  selection 
and  targetting  of  information  is  important.  Michigan  uses  a  quarterly  newsletter  to 
update  sponsors  on  what  is  going  on  in  the  program  generally.  Kansas  and  Michigan 
produce  special  utilization  reports  on  all  recipients  with  high  use  rates  over  the  period, 
and  send  it  to  the  PCP  for  review. 

The  need  for  data  to  evaluate  the  program  cannot  be  overstated.  In  addition  to  its 
important  uses  for  decision  making  within  the  state,  it  is  absolutely  essential  to  the 
renewal  of  federal  waivers  for  PCCM  programs. 

5.  Quality  Assurance 

Fee-for-service  PCCM  systems  do  not  have  strong  financial  incentives  that  might 
encourage  denial  of  care  or  underprovision  of  needed  services,  so  quality  oversight  is  not 
as  major  an  issue  as  it  is  fc*r  prepaid  plans.  Nevertheless,  when  the  state  decides  to  limit 
Medicaid  recipients  to  services  authorized  by  a  individual  PCP,  it  incurs  a  heightened 
responsibility  to  assure  that  that  PCP  practices  good  quality  medicine. 

States  operating  PCCM  programs  have  approached  this  responsibility  in  various 
ways.  All  have  mechanisms  for  recipients  to  lodge  complaints  or  grievances  with  the 
state  and  to  change  PCP/case  managers  if  there  is  a  problem.  Several  have  24-hour 
"hotlines"  for  this  purpose,  and  several  will  assign  a  new  PCP/case  manager  if  the 
recipient  requests  a  change,  without  requiring  a  formal  reason. 
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In  addition  to  identifying  high  utilizing  physicians  for  peer  review,  Colorado  also 
identifies  PCPs  with  very  low  use  rates  and  reviews  them  as  well.  Tennessee  has  done  a 
formal  medical  records  review  in  PCPs'  offices,  both  to  assess  the  quality  of  care 
provided  and  to  determine  if  the  PCCM  program  has  resulted  in  any  changes  in  the  way 
physicians  do  business. 

Recipient  satisfaction  surveys  are  also  a  useful  way  of  measuring  gross  changes  in  the 
quality  of  care  due  to  introduction  of  a  PCCM  system.  For  example,  since  the  inception 
of  its  program,  Michigan  has  contracted  with  an  advocacy  agency  to  survey  clients 
monthly  regarding  issues  of  access  to  care.  The  survey  results  are  examined  each  month 
by  a  group  representing  all  interested  parties.  Individual  problems  are  dealt  with  but, 
more  importantly,  trends  needing  policy  attention  are  noted  and  acted  upon  quickly. 

F.    Waivers  of  Federal  Statutory  and  Regulatory  Requirements 

Except  for  voluntary  enrollment  in  mainstream  HMOs  and  prepaid  community  health 
centers,  most  of  the  managed  care  initiatives  discussed  in  this  chapter  require  waivers  of 
certain  federal  Medicaid  requirements  before  they  can  be  implemented.  The  technical 
details  of  what  requirements  must  be  waived  for  a  particular  project  are  less  important 
here  than  the  basic  determination  of  whether  a  waiver  is  required,  because  obtaining  a 
waiver,  even  under  the  new  1981  authority,  has  become  a  difficult  and  time-consuming 
process.  Therefore,  this  section  will  focus  on  particular  design  features  of  managed 
health  care  plans  that  may  trigger  the  need  for  a  waiver  and  on  certain  aspects  of  the 
waiver  review  process. 

1.  When  Is  a  Waiver  Required  For  a  Managed  Health  Care  Initiative? 

A  state  managed  health  care  initiative  will  require  a  federal  waiver  in  order  to 
operate  if  it  has  any  one  of  the  following  characteristics: 

Recipients  are  required  to  select  a  primary  care  provider; 

Recipients  are  "locked-in"  to  their  primary  care  provider,  even  if  voluntarily 
selected,  for  more  than  one  month  at  a  time,  (unless  the  provider  is  a  federally 
qualified  HMO  or  prepaid  community  health  center); 

The  range  of  providers  available  to  recipients  is  restricted  by  state  action,  e.g.,  the 
state  contracts  only  with  prepaid  plans; 

Recipients  participating  in  a  fee-for-service  PCCM  program  receive  additional 
services  or  lower  copayments  than  other  Medicaid  recipients.  (No  waiver  is  needed 
to  provide  additional  benefits  to  enrollees  in  a  prepaid  plan  through  that  plan); 

"Bonus"  payments  are  made  to  case  managers  (whose  basic  reimbursement  is  either 
fee-for-service  or  partial  capitation),  based  on  reduced  fee-for-service  expenditures 
for  the  case  manager's  enrolled  panel  of  patients;  or 

The  managed  health  care  program  (other  than  a  voluntary  enrollment  prepaid  plan) 
operates  in  only  one  part  of  the  state  or  affects  only  certain  categories  of  recipients. 

Waivers  needed  to  approve  the  foregoing  program  features  can  be  granted  under  the 
so-called  "freedom-of-choice"  or  "section  1915(b)"  waiver  authority  added  to  the 
Medicaid  statute  in  1981.  If  the  initiative  has  any  of  the  following  characteristics  it  will 
require  waivers  under  the  general  demonstration  authority,  which  are  currently  very 
difficult  to  obtain. 
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Recipients  are  required  to  enroll  in  a  single  prepaid  plan  and  may  not  disenroll; 

Recipients  are  "locked  in"  to  any  particular  prepaid  plan  for  more  than  one  month  (or 
six  months  for  federally  qualified  HMOs  and  prepaid  community  health  centers); 

Continued  enrollment  and  state  payment  of  premium  for  recipients  who  enroll  in  a 
prepaid  plan  is  guaranteed,  regardless  of  any  subsequent  loss  of  Medicaid  eligibility, 
for  more  than  one  month  from  the  initial  effective  date  of  enrollment  (or  more  than 
six  months  in  the  case  of  enrollees  in  federally  qualified  HMOs  or  prepaid  community 
health  centers); 

An  individual  provider  or  a  prepaid  plan  that  is  not  an  HMO  as  defined  in  the  state 
Medicaid  plan  is  to  be  at  risk  for  inpatient  as  well  as  ambulatory  services,  or  for 
more  than  two  federally  mandated  non-inpatient  services;  or 

After  three  years  of  operation,  an  HMO  wishes  to  continue  serving  Medicaid  patients 
on  a  prepaid  risk  basis  but  does  not  have  25%  of  its  enrollment  from  non-Medicare, 
non-Medicaid  sources. 

2.  What  Does  It  Take  To  Get  a  Managed  Care  Waiver  Approved? 

Waivers  under  the  so-called  "freedom-of-choice"  waiver  authority  added  to  the 
statute  in  1981  have  become  increasing  difficult  to  obtain  initially  and  to  renew.  Some  of 
the  earliest  waiver  requests  were  granted  based  on  little  more  than  a  concept  paper  and  a 
reasonable  hope  of  cost-effectiveness,  and  required  little  documentation.  Subsequently, 
HCFA  has  become  more  aggressive  in  reviewing  these  waiver  requests  and  in  enforcing 
the  regulatory  requirement  that  waiver  applications  must  document  the 
cost-effectiveness  of  the  proposed  project  and  its  effect  on  recipient  access  to  care  and 
quality  of  services  received. 

"Document"  is  the  operative  word.  Simple  statements,  assumptions  or  assurances  are 
no  longer  accepted.  Regarding  access,  HCFA  wants  to  know  how  many  primary  care 
providers  will  be  available  under  the  program  and  where  they  are  located  in  relation  to 
the  Medicaid  population.  Travel  time  and  transportation  costs  necessary  to  reach  a  PCP 
are  an  issue.  Arrangements  for  emergency  and  urgent  after-hours  care  must  be  detailed. 
Grievance  procedures  and  other  quality  assurance  mechanisms  must  be  explained  in  detail. 

The  review  of  probable  (or,  in  the  case  of  a  renewal  request,  actual) 
cost-effectiveness  is  even  more  detailed.  To  approve  a  waiver  request,  HCFA  must 
determine  that  the  cost-effectiveness  requirements  have  been  and  will  continue  to  be 
met.  There  must  be  a  clear  comparison  of  total  costs  with  and  without  the  waiver  for 
each  year  of  the  project.  Failure  to  supply  enough  data  for  HCFA  to  understand  the 
assumptions  underlying  the  calculations,  so  that  they  can  be  reviewed  for  reasonableness, 
and  the  categories  of  costs  included  and  excluded  from  the  calculations,  so  that  the 
inclusion  of  all  relevant  costs  can  be  verified,  will  result  in  a  request  for  additional 
information.  For  prepaid  plans,  review  of  proposed  capitation  rates  for  compliance  with 
the  "upper  limit"  and  general  actuarial  soundness  requirements  is  particularly  stringent. 
For  example,  simply  stating  that  the  rate  will  be  95%  (e.g.)  of  the  fee-for-service 
equivalent  cost  is  not  considered  sufficient.  HCFA  wants  to  review  the  entire 
methodology  to  assure  itself  that  the  state  has  calculated  the  fee-for-service  equivalent 
correctly. 
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It  is  not  possible  here  to  give  a  complete  description  of  all  the  data  and  information 
HCFA  requires.  The  foregoing  examples  should  give  some  sense  of  the  level  of  detail 
required.  Clearly,  states  planning  to  request  "freedom-of-choice"  waivers  should  allow 
sufficient  lead  time  before  project  start-up  to  obtain  any  necessary  waivers.  One  year  is 
probably  a  reasonable  estimate,  allowing  for  some  development  time  prior  to  formal 
submission,  or  about  nine  months  from  the  first  official  submission  of  the  waiver  request. 
By  statute,  HCFA  must  act  on  a  waiver  request  within  90  days,  by  approving  it,  denying 
it,  or  requesting  additional  information.  The  full  90-day  review  period  is  almost  always 
used,  and  additional  information  is  always  requested.  Once  the  additional  information  is 
received,  HCFA  has  (and  has  consistently  used)  an  additional  90  days  to  make  a  final 
decision  on  the  request. 

Renewals  of  "freedom-of-choice"  waivers  have  been  somewhat  difficult,  especially 
for  managed  care  programs  that  have  some  fee-for-service  component.  Waivers  can  be 
granted  for  at  most  two  years,  and  renewal  must  be  requested  at  least  90  days  before  the 
end  of  that  period.  Because  some  providers,  especially  hospitals,  do  not  submit  bills 
promptly,  states  will  be  lucky  if  complete  data  for  the  first  year  of  operation  is  available 
when  the  renewal  request  is  due.  If  start-up  was  slow,  the  problem  is  exacerbated. 
HCFA  has  been  cooperative  in  granting  waiver  extensions  for  limited  periods  to  permit 
additional  data  to  be  collected  and  analyzed,  but  has  been  unwilling  to  grant  full  two-year 
extensions  in  the  absence  of  valid  operational  data.  States  should  plan  on  allocating 
significant  amounts  of  staff  time  and  resources  for  the  waiver  evaluation  and  renewal 
process. 

Despite  all  this,  the  outlook  is  not  completely  negative.  Most  recent  applications 
have  eventually  been  approved,  and  no  managed  health  care  projects  have  actually  been 
terminated  due  to  inability  to  get  their  waivers  renewed.  Despite  continuing  complaints 
about  the  amount  of  detailed  information  required  and  about  certain  statutory  limitations 
on  the  scope  of  the  waivers,  some  states  have  found  HCFA's  review  and  comments  to  be 
helpful  in  identifying  potential  problems  and  in  assuring  that  the  managed  care  project  is 
cost-effective  for  the  state.  Hammering  out  the  operational  details  of  a  program  is 
difficult  but  always  necessary.  States  contemplating  waivered  managed  care  programs 
will  probably  find  it  helpful  to  seek  advice  from  and,  possibly,  review  of  draft  materials 
by  knowledgeable  HCFA  staff  early  on  in  the  development  process. 

Demonstration  waivers,  often  granted  liberally  in  the  past,  have  become  much  more 
difficult  to  obtain.  The  same  detailed  review  of  cost-effectiveness  is  performed  and,  in 
addition,  there  must  be  some  reasonably  unique  concept  or  approach  that  is  being 
demonstrated.  Detailed  plans  for  phasing  out  the  project  or  converting  it  to  operate 
within  current  law  at  the  end  of  the  usual  three-year  demonstration  period  are  also 
required.  Finally,  there  is  no  statutory  time  limit  within  which  HCFA  must  act  on 
demonstration  waiver  requests. 

G.    Capitated  Health  Insuring  Organizations  (HIOs) 

Author's  Note:  This  alternative  was  generally  available  to  state  Medicaid  programs  prior 
to  1986,  but  its  use  has  been  severely  restricted  by  the  Consolidated  Omnibus  Budget 
Reconciliation  Act  of  1985  (P.L.  99-272),  signed  in  April  1986.  Prior  to  1986,  several 
states  had  begun  to  use  this  approach,  and  they  will  be  permitted  to  continue  to  use  it, 
under  a  special  "grandfathering"  provision  in  the  legislation.  The  discussion  here  is 
presented  for  the  sake  of  completeness  and  for  the  benefit  of  those  readers  who  may  have 
been  aware  that  the  approach  was  being.  Also,  if  the  "grandfathered"  projects  are 
successful,  subsequent  legislation  change  is  always  a  possibility. 
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When  too  few  private  sector  HMOs  are  interested  in  serving  the  Medicaid  population, 
but  the  state  desires  the  relative  budget  certainty  and  potential  improvement  in  client 
access  to  primary  care  provided  by  universal  enrollment  in  a  prepaid  capitated 
arrangement,  an  alternative  (prior  to  1986)  was  to,  in  effect,  purchase  coverage  for 
Medicaid  beneficiaries  from  an  insurance  company  by  paying  a  monthly  premium. 

Prior  to  1986,  states  had  always  had  the  authority  to  provide  Medicaid  benefits  by 
contracting  with  what  the  federal  regulations  call  a  "health  insuring  organization"  (HIO) 
and,  in  fact,  Texas  has  done  so  since  the  inception  of  its  Medicaid  program.  But, 
generally,  this  was  not  an  attractive  option  before  the  1981  OBRA  legislation,  because  the 
utilization  control  techniques  available  to  the  HIO  were  limited.  The  waivers  that 
allowed  primary  care  case  management  (PCCM)  systems  made  such  capitation 
arrangements  financially  more  feasible  for  the  potential  insuror. 

To  pursue  the  HIO/PCCM  approach,  a  state  found  or  established  an  organization — not 
itself  a  provider  of  care — that  met  state  insurance  requirements  and  was  willing  to 
contract  to  pay  for  all  or  most  acute  care  Medicaid  services  on  an  at-risk  basis,  and  the 
state  then  requested  a  waiver  to  permit  the  HIO  to  implement  a  primary  care  case 
management  system  of  the  type  described  above  (II. C  and  III.B).  The  HIO  subcontracted 
with  the  actual  providers  of  care — primary  care  physicians  and  clinics,  specialists,  and 
hospitals.  In  addition  to  requiring  that  Medicaid  recipients  select  a  primary  care 
provider/case  manager,  the  HIO  usually  contracted  with  primary  care  providers  on  a 
partial  capitation  basis  and  set  up  financial  incentives  to  encourage  judicious  use  of 
specialist  referrals  and  inpatient  care.  The  HIO  was  paid  a  fixed  per  capita  rate  that  was 
less  than  the  estimated  costs  under  the  fee-for-service  system — 95%  was  often  used. 

The  HIO  approach  was  attractive  because,  prior  to  1986,  it  permitted  states  to 
establish  a  prepaid  capitation  contract  without  regard  to  the  federal  requirements  that 
govern  and  constrain  prepaid  contracts  with  providers — although  the  HlO/provider 
subcontracts  were  subject  to  those  requirements — and  also  because  the  HIO  would  develop 
and  operate  the  management  information  systems  necessary  to  support  the  PCCM 
system.  Even  when  traditional  prepaid  plans  were  not  interested  in  Medicaid,  using  the 
HIO  approach  allowed  states  to  insure  that  all  recipients  in  a  particular  geographic  area 
were  enrolled  in  an  organization  that  had  strong  financial  incentives  to  provide  needed 
care  efficiently.  Because  the  HIO  was  paid  on  a  capitated  basis  and  was  fully  at  risk, 
savings  to  the  state  were  virtually  guaranteed.  Further,  the  capitated  approach  allowed 
the  HIO  to  increase  payments  to  primary  care  providers  in  anticipation  of  savings  on 
inpatient  hospital  expenditures,  thus  giving  the  HIO  a  realistic  hope  of  attracting  new 
primary  care  providers  to  serve  Medicaid  patients  and  improving  access  to  care. 

The  major  disadvantage  of  the  HIO  approach,  as  in  all  capitated  approaches,  is  the 
risk  that  the  HIO  itself  or,  more  particularly,  its  partially  capitated  primary  care 
providers  who  make  the  treatment  decisions,  will  try  to  make  a  profit  by  limiting  access 
to  care  or  denying  necessary  services.  In  theory,  this  risk  is  limited  because  the  entity 
accepting  the  financial  risk — the  HIO — does  not  control  the  medical  decisions  of  the 
subcontracting  physicians.  When  some  of  the  financial  risk,  and  the  opportunity  for 
profit,  is  shared  with  the  physicians,  however,  a  few  of  them  may  put  the  profit  motive 
before  their  medical  responsibility  to  their  patients.  The  risk  of  underservice,  which 
exists  in  all  capitated  arrangements,  is  particularly  great  for  HIOs  because  they  enroll 
only  Medicaid  recipients  and  because  those  recipients  generally  cannot  disenroll  from  the 
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HIO  (although  they  may  change  primary  care  providers).*  Thus,  there  is  no  private  sector 
pressure  on  the  HIO  to  maintain  adequate  access  and  quality,  nor  can  recipients  leave  the 
system  if  they  are  dissatisied  with  the  care.  On  the  other  hand,  because  the  HIO  is  the 
state's  agent  and  serves  only  Medicaid  recipients,  the  state  is  in  a  stronger  position  to 
design  and  implement  administrative  controls  and  oversight  of  access  and  quality  concerns 
than  it  is  with  mainstream  HMOs  that  serve  all  income  groups  and  tend  to  resent  such 
controls  as  over-regulation.  While  reliance  on  private  sector  enrollees  to  monitor  access 
and  quality  may  work  for  mainstream  HMOs,  it  is  clear  that  vigilant  state  monitoring  of 
quality  and  access  requirements  is  necessary  for  Medicaid-only  HIOs. 

The  fear  of  underservice  and  poor  quality  led  Congress  to  require  HIOs  that  begin 
operations  after  January  1,  1986,**  to  meet  all  the  same  requirements  that  must  be  met 
by  Medicaid-contracting  HMOs.  The  two  most  problematic  of  these  are  the  "75%  Rule," 
which  requires  Medicaid-contracting  prepaid  plans  to  have  at  least  25  percent 
non-Medicaid,  non-Medicare  enrollment,  and  the  disenrollment-on-demand  rule,  under 
which  enrollees  must 

be  permitted  to  leave  the  prepaid  plan  at  any  time  without  cause.  HIOs  currently  do  not 
have  private  enrollment,  because  they  are  essentially  a  Medicaid-only  construct,  an 
extension  of  the  traditional  fiscal  agent  arrangement.  Further,  the  main  policy  reason 
states  have  pursued  the  HIO/PCCM  approach  has  been  to  require  universal — and 
continuing — enrollment  of  recipients  in  a  prepaid  plan  in  the  absence  of  sufficient  HMO 
capacity  to  serve  the  Medicaid  population.  Thus,  the  new  requirements  effectively 
preclude  HIOs  from  operating  as  they  are  now  structured  and  intended. 


V.  SUMMARY 

Managed  health  care  systems  attempt  to  remedy  the  cost,  access  and  quality  defects 
of  traditional  fee-for -service  Medicaid  programs  by  enrolling  Medicaid  recipients  with 
health  care  providers  who  accept  responsibility  for  managing  all  needed  care.  The 
systems  are  most  effective  in  controlling  costs  when  the  financial  incentives  faced  by 
providers  are  also  changed  to  reward  them  for  controlling  costs  and  put  them  at  some  risk 
for  excessive  costs. 


*  There  is  one  extant  example  of  an  HIO  in  which  enrollment  is  strictly  voluntary  but, 
generally,  the  HIO  approach  was  used  when  the  policy  goal  was  to  get  all  Medicaid 
recipients  into  a  prepaid  managed  care  arrangement. 

**  HIOs  that,  prior  to  January  1,  1986,  received  waivers  to  operate  a  PCCM  system,  but 
did  not  begin  operation  until  after  January  1,  1986,  are  exempt  from  the  "75%  Rule"  and 
the  disenrollment-on-demand  requirement  for  the  duration  of  their  waivers.  They  must 
meet  the  other  contractual  requirements  which  include,  for  example,  being  an  HMO,  at 
least  as  defined  in  the  state  Medicaid  plan.  The  statutory  language  is  not  crystal  clear 
about  whether  the  exemption  continues  if  the  PCCM  waivers  are  extended  beyond  the 
initial  two-year  term;  it  appears  HCFA  will  have  to  make  this  determination.  Also,  HIOs 
that  do  not  operate  PCCM  systems  may  still  be  allowable  under  certain  conditions. 
According  to  the  conference  report,  the  new  requirements  are  directed  at  HIOs  that  do 
"more  than  simply  act  as  a  fiscal  agent  to  review  and  process  claims  for  payment,  but 
actually  arrange  with  other  providers  (through  subcontract  or  otherwise)  for  the  delivery 
of  services  to  Medicaid  eligibles.  .  ."  Presumably,  HIOs  that  do  not  "arrange  for  the 
delivery  of  services"  are  not  subject  to  the  requirements. 
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States  considering  whether  to  undertake  a  managed  health  care  initiative  must 
understand  clearly  their  current  Medicaid  problems  and  the  goals  they  hope  managed  care 
will  achieve.  In  most  situations,  properly  designed  and  monitored  managed  care  systems 
can  improve  recipient  access  to  primary  and  urgent  care  and  thus  improve  the  overall 
quality  of  care  received  by  Medicaid  patients.  Whether  significant  savings  can  be 
achieved  depends  on  the  precise  nature  of  the  current  cost  problem  in  the  particular  state 
and  on  the  effectiveness  of  any  previous  cost  management  strategies  the  state  has 
implemented.  Analysis  of  Medicaid  utilization  and  expenditure  data  by  subpopulation  and 
geographic  area  is  the  critical  starting  point  in  determining  the  nature  of  the  cost 
problem  and  the  potential  effectiveness  of  a  managed  care  approach. 

In  designing  a  managed  care  system,  states  must  decide: 

how  providers  will  be  paid — full  or  partial  capitation  or  fee-for-service; 

which  recipient  groups  in  which  geographic  areas  should  be  included  in  the  system;  and 

whether  recipient  participation  will  be  voluntary  or  mandatory. 

Because  of  their  inherent  financial  incentives,  prepaid  capitated  systems  are  more 
likely  to  result  in  savings  to  the  state  than  fee-for-service  systems,  but  they  also  entail 
the  risk  of  underservice  or  denial  of  access.  States  using  capitated  approaches  need  to 
implement  effective  systems  to  monitor  quality  and  access  in  the  prepaid  plans  and 
should,  to  the  extent  possible,  rely  on  mainstream  plans  that  serve  significant  numbers  of 
non-poor  enrollees  in  addition  to  Medicaid  recipients. 

Regarding  participation,  voluntary  enrollment  in  prepaid  plans  may  be  politically 
more  palatable  but  can  lead  to  financial  losses  for  the  state,  at  least  in  the  short  run,  if 
the  plans  enroll  the  low  users  rather  than  a  representative  sample  of  the  population. 
Requiring  recipients  to  choose  among  several  prepaid  plans,  if  feasible,  is  the  strategy 
with  the  greatest  assurance  of  savings  for  the  state.  The  availability  of  several 
mainstream  plans  and  the  freedom  to  move  among  them  also  provides  some  built-in 
quality  protections,  although  state  monitoring  is  still  important. 

Fee-for-service  managed  health  care  systems  so  far  have  produced  limited  savings 
but  may  be  of  value  if  evaluation  shows  that  they  do  in  fact  improve  access,  continuity 
and  coordination  of  care.  Requiring  recipients  to  designate  a  primary  care  provider  also 
seems  to  increase  enrollment  in  prepaid  plans,  even  if  fee-for-service  physicians  are 
available. 

Whatever  form  of  managed  health  care  (if  any)  a  state  decides  to  pursue,  the 
following  elements  are  important: 

Allow  enough  time  for  development.  Rules,  regulations,  procedures  and  operational 
systems  need  to  be  well  thought  out  and  must  be  in  place  before  operations  begin. 
Short-cuts  lead  to  disasters.  Nine  months  to  a  year  is  needed  to  obtain  federal 
waivers.  Depending  on  the  specifics  of  the  initiative,  the  following 
procedures/systems  are  necessary: 

Basic  regulations,  standards  for  providers,  and  model  contracts; 

Capitation  rate  setting  (requires  actuarial  review); 

Marketing  and  enrollment; 
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Claims  payment  edits; 

A  system  to  track  utilization  experience  of  each  PCP's  panel  of  enrollees  (in 
fee-for-service  or  partially  capitated  systems); 

A  monitoring/feedback  system  for  PCPs  (in  fee-for-service  systems); 

Financial  reporting  and  oversight  (capitated  systems); 

Utilization  reporting  and  analysis  (capitated  systems); 

Grievance  monitoring  and  appeal  resolution;  and 

Quality  and  access  monitoring  and  review. 

Discussions  with  recipient  advocacy  groups  should  begin  early  in  the  development 
process.  If  they  are  not  convinced  the  proposed  approach  has  at  least  the  potential  to 
improve  care  for  recipients,  their  political  opposition  may  be  sufficient  to  derail  the 
project. 

Commit  state  resources  to  recipient  education  or  "choice  counselling."  Marketing 
abuses  and  "biased  selection"  are  much  less  likely  if  every  Medicaid  recipient  hears 
an  objective  presentation  about  the  potential  advantages  of  managed  care,  what 
health  care  options  are  available  to  them,  and  how  they  should  go  about  choosing  the 
option  they  prefer. 

Establish  a  "hotline"  as  an  easy  way  for  recipients  (and  providers)  to  get  answers  to 
their  questions  or  register  complaints.  Staff  it  adequately. 

Do  not  expect  immediate  savings,  especially  in  state  administrative  costs.  Managed 
care  initiatives  take  time  to  become  fully  operational.  They  require  several  new  or 
expanded  state  functions.  In  the  short  run,  pre-existing  administrative  functions  are 
still  needed. 

While  managed  health  care  is  not  an  panacea,  and  while  most  current  initiatives  have 
not  been  operational  long  enough  to  have  yielded  firm  results  in  all  areas  of  interest, 
managed  care  remains  the  most  promising  approach  now  available  to  the  thorny  problem 
of  providing  Medicaid  recipients  better  access  to  good  quality  care  in  an  era  of  severely 
constrained  resources. 
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Running  a  Capitated  Program,"  were  especially  useful. 

Finally,  the  author  wishes  to  thank  the  state  Medicaid  officials  who  took  time  from 
their  long  schedules  to  review  drafts  of  this  chapter  and  whose  comments  were  invariably 
constructive  and  helpful.  They  were:  Jerry  Radke  (Pennsylvania),  Mark  Merlis  (Maryland), 
Vern  Smith  (and  staff,  Michigan),  Lynda  Martland  (California)  and  Chris  Leathers 
(Georgia).  Any  remaining  errors,  as  well  as  gratuitors  genralizations  based  on  unexamined 
conventional  wisdom,  are  the  responsibility  of  the  author. 
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